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THE  SECRETARY  OF  THE  TREASURY 

WASHINGTON 


January  6,  1984 


Dear  Mr.  Chairman: 

Section  223  of  the  Caribbean  Basin  Economic  Recovery  Act  of 
1983  requires  the  Secretary  of  the  Treasury  to  "report  to  the 
Committee  on  Ways  and  Means  of  the  House  of  Representatives  and 
the  Committee  on  Finance  of  the  Senate  on  (1)  the  level  at  which 
Caribbean  Basin  tax  havens  are  being  used  to  evade  or  avoid 
Federal  taxes,  and  the  effect  on  Federal  revenues  of  such  use, 
(2)  any  information  he  may  have  on  the  relationship  of  such  use 
to  drug  trafficking  and  other  criminal  activities,  and  (3)  cur- 
rent anti-tax  haven  enforcement  activities  of  the  Department  of 
the  Treasury." 

Pursuant  to  that  section,  I  hereby  submit  a  report  entitled 
"Tax  Havens  in  the  Caribbean  Basin." 

I  am  sending  a  similar  letter  to  Robert  Dole,  Chairman  of  the 
Senate  Committee  on  Finance. 

With  best  wishes. 


Sincerely, 
Donald  T.  Regan 


^:i<.c-^ 


The  Honorable 

Dan  Rostenkowski ,  Chairman 
Committee  on  Ways  and  Means 
U.S.  House  of  Representatives 
Washington,  D.C.   20515 
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CHAPTER  I 
INTRODUCTION 


Section  223  of  the  Caribbean  Basin  Economic  Recovery  Act  of 
19831^/  ("the  Act")  requires  the  Secretary  of  the  Treasury  to  re- 
port to  the  Committee  on  Ways  and  Means  of  the  House  of  Represen- 
tatives and  the  Committee  on  Finance  of  the  Senate,  not  later 
than  90  days  after  enactment  of  the  Act,  on  certain  aspects  of 
the  use  of  tax  havens  in  the  Caribbean  Basin.  The  Report  is  to 
(1)  indicate  the  level  of  use  of  Caribbean  Basin  tax  havens  to 
evade  or  avoid  Federal  taxes,  and  the  effect  on  Federal  revenues 
of  such  use,  (2)  provide  available  information  on  any  relation- 
ship between  such  use  and  other  (i.e.,  non-tax)  criminal  use,  in- 
cluding drug  trafficking,  and  (3)  describe  current  anti-tax  haven 
enforcement  activities  of  the  Treasury  Department.  This  Report, 
prepared  jointly  by  the  Treasury  Department,  the  Internal  Revenue 
Service  (IRS) ,  and  the  Justice  Department  is  submitted  in  re- 
sponse to  that  requirement. 

The  request  for  this  Report  is  indicative  of  a  strong  and 
growing  concern  shared  by  the  Administration  and  Congress  that 
tax  havens  may  provide  opportunities  for  the  sheltering  of  both 
legally  and  illegally  acquired  funds  and  for  the  avoidance  and 
evasion  of  U.S.  taxes.  The  problems  presented  by  offshore  activ- 
ities in  general  and  tax  haven  activities  in  particular  are  not 
recent  developments.  One  indication  of  the  continuing  concern 
over  these  problems  can  be  found  in  an  excellent  study  prepared 
by  the  staff  of  the  Permanent  Subcommittee  on  Investigations  of 
the  U.S.  Senate  Committee  on  Governmental  Affairs. 2^/  This  report 
lists  24  Congressional  hearings  and  reports  involving  offshore 
entities,  bank  secrecy,  and  related  issues. 2/  Another  excellent 
report.  Tax  Havens  and  Their  Use  by  United  States  Taxpayers  -  An 
Overview, 4/  prepared  by  the  IRS,  provides  a  thorough  discussion 
of  tax  havens,  their  characteristics,  and  their  uses.  It  also 
includes  many  suggestions  for  reducing  the  attractiveness  of  tax 
havens.  This  current  report  is  more  limited  in  scope  than  those 
two  studies;  it  attempts  to  update  and  supplement  the  sections  of 
those  reports  which  deal  with  the  Caribbean  area. 


1/   P.L.  98-67,  August  5,  1983. 

2_/  U.S.  Senate  Committee  on  Governmental  Affairs,  Permanent  Sub- 
committee on  Investigations,  Crime  and  Secrecy:  The  Use  of 
Offshore  Banks  and  Companies,  1983,  hereafter  cited  as  the 
Senate  report. 

3/  Ibid.  ,  pages  128-131. 

£/  Internal  Revenue  Service,  Tax  Havens  and  Their  Use  by  United 
States  Taxpayers  -  An  Overview,  January,  1981.  This  report 
was  prepared  for  IRS  by  Richard  A.  Gordon  and  is  cited  here- 
after as  the  Gordon  report. 

430-492  -0-84-2 
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One  of  the  major  barriers  to  dealing  effectively  with  tax 
haven  abuses  is  the  inability  of  governments  to  obtain  usable  in- 
formation regarding  transactions  conducted  in  or  through  tax  ha- 
vens or  tax  haven  entities.  The  unilateral  grant  of  U.S.  tax 
benefits  under  the  Act  is  conditioned  on  the  agreement  by  bene- 
ficiary countries  in  the  Caribbean  BasinS^/  to  exchange  informa- 
tion on  a  reciprocal  basis  with  the  United  States  for  the  purpose 
of  enforcing  the  tax  laws  of  each  country.  The  exchange  of  in- 
formation provisions  of  the  Act,  to  the  extent  countries  of  the 
region  are  willing  to  enter  into  such  agreements,  will  be  helpful 
to  U.S.  authorities  in  identifying  and  dealing  with  tax  haven 
abuses  in  the  Caribbean. 

There  is  no  single,  clear,  objective  test  which  permits  the 
identification  of  a  country  as  a  tax  haven.  There  are,  however, 
a  number  of  factors  which  are  generally  accepted  as  characteris- 
tic of  tax  havens.  These  include:  relatively  low  rates  of  tax; 
bank  or  commercial  secrecy  laws  or  administrative  practices  which 
the  country  is  generally  unwilling  to  breach;  a  banking  and  fin- 
ancial sector  which  is  large  in  relation  to  general  levels  of 
domestic  economic  activity;  the  availability  of  modern  communi- 
cations facilities;  the  absence  of  currency  controls  on  foreign 
deposits  of  foreign  currencies;  and  self  promotion  as  an  offshore 
financial  center.  The  presence  of  all  or  a  large  number  of  these 
factors,  for  purposes  of  this  Report,  identifies  a  country  as  a 
tax  haven. 

There  is  a  wide  range  of  uses  of  tax  havens.  Tax  haven 
transactions  may  be  loosely  categorized  as:  (1)  transactions 
that  are  not  tax  motivated;  (2)  transactions  that  are  tax  moti- 
vated, but  consistent  with  the  letter  and  spirit  of  the  law;  (3) 
transactions  that  take  advantage  of  unintended  legal  or  adminis- 
trative loopholes;  and  (4)  transactions  designed  to  escape  legal 
obligations  through  fraudulent  means. 

Chapter  II  of  the  report  provides  more  detail  on  the  charac- 
teristics and  uses  of  tax  havens.  Chapter  III  presents  the 
available  statistics  on  the  use  of  Caribbean  tax  havens.  The 
data  support  the  perception  that  the  use  of  Caribbean  tax  havens 
is  expanding.  Chapter  IV  describes  the  anti-tax  haven  activities 
undertaken  by  the  Treasury  Department,  the  IRS,  and  the  Justice 
Department  to  combat  the  use  of  tax  havens  in  the  Caribbean  to 
evade  or  avoid  U.S.  Federal  taxes  or  to  engage  in  criminal  activ- 
ities, such  as  narcotics  smuggling.  Chapter  V  summarizes  the 
conclusions  reached. 


5^/  Bermuda  is  considered  to  be  part  of  the  Caribbean  Basin  for 
purposes  of  the  tax  provisions  of  the  Act.  See  section  222(a) 
of  the  Act. 
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CHAPTER  II 
TAX  HAVENS  -  IN  GENERAL 


A.  Overview 

International  tax  avoidance  and  evasion,  including  the  use  of 
tax  havens  to  avoid  or  evade  U.S.  taxes,  have  been  of  long-stand- 
ing concern  to  Congress  and  the  IRS.  Numerous  provisions  have 
been  added  to  the  U.S.  tax  laws  to  limit  such  use,  and  to  limit 
the  erosion  of  the  U.S.  tax  base.  Nevertheless,  legal  and  ille- 
gal use  of  tax  havens  appears  to  be  on  the  increase. 

The  focus  of  this  report  is  tax  haven  activity  in  the  Carib- 
bean Basin.  Identifying  countries  which  are  part  of  the  Carib- 
bean Basin  is  relatively  easy.  Section  212(a)(1)(A)  of  the  Act 
lists  27  countries  and  section  222(a)  of  the  Act  adds  Bermuda  to 
the  list  for  purposes  of  the  tax  provisions  of  the  Act.  Unfortu- 
nately, there  is  no  single,  clear,  objective  test  which  permits 
the  identification  of  a  country  as  a  tax  haven. 

The  Gordon  report  identified  a  number  of  factors  which  are 
generally  accepted  as  characteristic  of  tax  havens. 6^/  These 
include:  relatively  low  rates  of  tax;  high  levels  of  bank  or 
commercial  secrecy  which  the  country  is  generally  unwilling  to 
breach;  a  disproportionately  large  financial  sector;  modern  com- 
munications facilities;  the  absence  of  currency  controls  on  for- 
eign deposits  of  foreign  currencies;  and  self  promotion  as  an 
offshore  financial  center.  These  characteristics  are  described 
below. 

Although  many  of  the  Caribbean  Basin  countries  exhibit  one  or 
more  of  these  characteristics,  five  countries  (the  Bahamas,  Ber- 
muda, the  Cayman  Islands,  the  Netherlands  Antilles,  and  Panama) 
account  for  most  of  the  international  financial  activity  of  the 
region  and  are  the  focus  of  this  report.  The  financial  data  in 
this  report  are  limited  to  these  five  countries.  The  data  pre- 
sented in  this  Report  are  generally  limited  to  the  period  1978 
through  1982.7/ 

B.  Characteristics  of  Tax  Havens 

Many  countries  have  a  low  or  zero  rate  of  tax  on  all  or  cer- 
tain categories  of  income  and  offer  a  certain  level  of  banking  or 
commercial  secrecy.  In  most  countries,  including  most  tax  ha- 
vens, these  characteristics  generally  have  some  legitimate  reason 


6/  Much  of  the  material  in  this  Chapter  is  drawn  from  the  Gordon 
report. 

7/  For  information  relating  to  other  tax  havens  and  to  years  be- 
fore 1978,  see  the  Gordon  report. 
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for  existence.  However,  tax  havens  typically  have  extended  or 
strengthened  their  bank  secrecy  laws  and  have  taken  other  steps 
to  improve  their  competitive  positions  as  tax  havens.  The  fol- 
lowing discussion  describes  the  principal  characteristics  of  tax 
havens.  None  of  the  statements  in  this  section  should  be  inter- 
preted as  implying  either  that  all  tax  havens  or  all  Caribbean 
tax  havens  have  any  particular  characteristic. 

1 .  Low  tax  rates 

Many  of  the  jurisdictions  that  are  considered  tax  havens  do 
impose  some  taxes.  All  tax  havens,  however,  impose  no  income  tax 
either  on  all  or  on  certain  categories  of  income,  or  impose  a  tax 
whose  effective  rate  is  low  when  compared  to  the  tax  imposed  by 
the  countries  whose  resident  taxpayers  use  the  tax  haven. 

In  the  Caribbean,  the  Bahamas,  Bermuda,  the  Cayman  Islands, 
and  the  Turks  and  Caicos  do  not  impose  any  income  or  wealth 
taxes.  In  those  particular  cases,  the  absence  of  an  income  tax 
is  part  of  a  policy  to  attract  foreign  banking,  trust,  or  corpo- 
ration business.  There  may  also  be  cases  where  the  country  has 
not  found  it  necessary  or  administratively  feasible  to  impose  an 
income  tax.  Many  Caribbean  countries  are  small,  less-developed 
countries  whose  residents  are  generally  poor.  The  small  propor- 
tion of  the  population  with  income  above  the  subsistence  level 
may  make  an  income  tax  system  impractical.  The  country  may  be 
able  to  collect  more  revenue  at  a  lower  cost  through  customs 
duties,  licenses,  and  fees. 

Some  tax  havens  impose  low  rates  of  tax  on  income  from  spe- 
cific types  of  business.  The  Netherlands  Antilles,  for  example, 
offers  special  tax  rates  to  holding  companies.  By  combining  its 
tax  system  with  its  U.S.  treaty,  the  Antilles  has  made  itself  an 
especially  desirable  situs  for  forming  a  holding  company.  Panama 
offers  special  tax  benefits  to  shipping  income,  and  Barbados  fa- 
vors international  financial  companies. 

2 .  Bank  and  commercial  secrecy 

The  jurisdictions  with  which  this  report  is  concerned  gener- 
ally afford  restrictive  rules  of  secrecy  or  confidentiality  to 
persons  transacting  business  in  or  through  those  jurisdictions. 
These  secrecy  rules  are  based  either  on  statutes,  common  law 
precedent,  or  administrative  practice. 8^/   Many  Caribbean  Basin 


\J  The  Senate  report  contains  brief  "country  sketches"  for  sever- 
al Caribbean  Basin  countries  (Antigua,  the  Bahamas,  Bermuda, 
Montserrat,  Panama,  and  the  Cayman  Islands).  These  country 
sketches  outline  the  operation  of  the  secrecy  rules  and  place 
them  in  a  social  and  political  context.  Appendix  I  of  the 
Senate  report  contains  a  variety  of  documents  relating  to  the 
banking,  commercial  secrecy,  and  disclosure  laws  of  about  20 
countr  ies . 
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j ur isdictions  were  or  are  British  Colonies  and  follow  common  law 
precedent  which  accords  a  privileged  relationship  to  information 
which  a  banker  receives  from  his  customer.  This  has  evolved  into 
a  standard  basis  for  affording  the  protections  of  secrecy  to 
banking  affairs  in  these  jurisdictions. 

Some  jurisdictions  have  enacted  secrecy  or  confidentiality 
statutes.  For  instance,  in  the  Bahamas,  the  Bank  and  Trust  Com- 
pany Regulatory  Act  prohibits  disclosure  of  bank  information  by 
persons  acting  on  behalf  of  a  bank,  including  officers,  employ- 
ees, attorneys  or  auditors,  and  provides  for  penal  sanctions  in 
the  event  the  Act  is  violated.  The  Cayman  Islands 'has.  also  en- 
acted statutes  which  provide  for  substantial  sanctions  against 
persons  divulging  most  types  of  banking  and  commercial  informa- 
tion other  than  under  a  procedure  supervised  by  a  Cayman  Islands 
court.  The  Cayman  Islands  increased  the  sanctions  for  violating 
this  law  following  the  case  of  United  States  v.  Field, 9/  in  which 
a  U.S.  court  directed  a  Cayman  resident  to  give  testimony  con- 
cerning bank  information  before  a  U.S.  grand  jury,  even  though 
the  testimony  caused  the  person  to  violate  the  bank  secrecy  laws 
of  the  Cayman  Islands  and  subjected  the  individual  to  limited 
criminal  penalties . 10/ 

The  secrecy  rules  of  Caribbean  tax  havens  are  troublesome 
when  a  violation  of  U.S.  criminal  laws  is  under  investigation, 
but  they  also  present  significant  problems  to  the  IRS  when  it  at- 
tempts to  audit  legal  transactions.  If  a  taxpayer  is  reluctant 
to  provide  necessary  information  to  the  IRS,  the  secrecy  can  be 
used  to  prevent  the  IRS  from  obtaining  access  to  records  from  the 
foreign  jurisdiction. 

3 .   Relative  importance  of  banking 

Banking  tends  to  be  more  important  to  the  economy  of  a  tax 
haven  than  it  is  to  the  economy  of  a  non-tax  haven.  Most  tax 
havens  follow  a  policy  of  encouraging  offshore  banking  business. 
This  is  done  by  distinguishing  between  resident  and  nonresident 
banking  activity.   Generally,  nonresident  activity  will  not  have 


9/  United  States  v.  Field,  532  F.  2d  404  (5th  Cir.  1976);  cert. 
denied,  429  U.S.  940  (1976). 


10/  In  the  case  of  the  United  States  of  America 


Carver , 


Le 


Mire  et  al,  a  Cayman  Islands  court  honored  a  U.S.  request  for 
judicial  assistance  to  obtain  bank  information  in  a  U.S. 
criminal  proceeding.  The  Cayman  Islands  Court  of  Appeals 
(which  is  the  Court  of  Appeal  for  Jamaica  exercising  juris- 
diction in  accordance  with  the  Cayman  Islands  Constitution), 
ordered  the  bank  employees  named  in  the  U.S.  request  to 
testify  in  the  United  States  and  provide  supporting  bank 
records . 
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reserve  requirements,  will  be  taxed  differently  (if  at  all),  and 
will  not  be  subject  to  foreign  exchange  or  other  controls.  It 
also  enjoys  the  guarantees  of  secrecy  discussed  above. 

Tax  havens  thrive  in  large  part  because  of  the  presence  of 
foreign  banks.  Financial  activity  generates  revenue  in  the  form 
of  fees  and  modest  taxes  on  financial  institutions.  The  tax 
haven  also  benefits  to  some  extent  from  the  employment  of  local 
personnel  and  the  rental  of  local  facilities.  The  financial  ac- 
tivities create  an  infra-structure  which  can  be  utilized  both  by 
criminals  and  by  legitimate  businesses. 

One  test  of  the  importance  of  banking  to  an  economy  is  the 
relationship  of  foreign  assets  of  banks  in  a  country  to  that 
country's  foreign  trade.  When  compared  to  foreign  trade,  foreign 
assets  of  deposit  banks  in  tax  haven  jurisdictions  that  are  off- 
shore banking  centers  are  typically  much  greater  than  foreign  as- 
sets of  deposit  banks  in  non-tax  havens.  Chapter  III  contains 
data  on  banking  as  well  as  investment  and  income  flows  between 
the  United  States  and  Caribbean  Basin  countries. 

After  World  War  II,  Eurocurrency  lending  (lending  by  a  bank 
in  a  currency  other  than  that  of  its  country  of  residence)  grew 
rapidly.  Throughout  the  1950s  a  European  market  for  U.S.  dollars 
outside  of  the  United  States  developed.  The  uncertain  world  sit- 
uation, the  increased  awareness  of  corporate  treasurers  of  the 
advantages  of  depositing  dollars  abroad  (higher  interest) ,  and 
other  factors  contributed  to  the  growth  of  this  market,  which  was 
further  aided  by  the  various  U.S.  measures  introduced  in  the 
1960s  to  reduce  capital  outflows.  Such  measures  included  the 
Interest  Equalization  Tax  (lET)  of  1963,  the  voluntary  Foreign 
Credit  Restraint  Program  of  1965,  and  the  Office  of  Foreign  Di- 
rect Investment  regulations,  which  required  U.S.  persons  invest- 
ing abroad  to  borrow  abroad.  These  measures  had  the  effect  of 
segmenting  the  market  (i.e.,  encouraging  domestic  borrowing  for 
domestic  purposes  and  foreign  borrowing  for  foreign  purposes) . 
In  1969,  the  Federal  Reserve  Board  agreed  to  permit  the  estab- 
lishment of  shell  branches  abroad  so  that  smaller  banks  could 
enjoy  the  same  advantages  as  larger  banks  in  competing  in  the 
international  financial  market. 

Most  large  banks,  U.S.  and  foreign,  have  branch  offices  in 
the  Bahamas  and  the  Cayman  Islands.  They  are  there  primarily  to 
participate  in  the  Eurodollar  market,  taking  dollar  deposits  from 
foreign  persons  and  lending  them  to  their  foreign  or  U.S.  custom- 
ers. Prior  to  December  1981,  if  such  transactions  were  effected 
from  the  United  States,  the  deposits  would  have  been  subject  to 
reserve  requirements  imposed  by  the  Federal  Reserve.  (Under 
those  requirements,  a  portion  of  any  deposit  must  be  held  and 
cannot  be  lent  out;  thus,  that  reserved  portion  cannot  produce 
income.)  Interest  rate  ceilings  and  insurance  requirements  also 
applied.  Since  December  1981,  the  Federal  Reserve  Board  has  per- 
mitted U.S.  banks  and  U.S.  offices  of  foreign  banks  to  establish 
International  Banking  Facilities  which  enable  them  to  deal  with 
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foreign  customers  free  of  reserve  requirements,  interest  rate 
ceilings,  and  insurance  requirements  without  resort  to  an  off- 
shore lending  facility.  Consequently,  the  use  of  Caribbean 
branches  has  become  relatively  less  attractive  to  U.S.  banks. 

4 .  Availability  of  modern  communications 

Many  of  the  countries  considered  to  be  tax  havens  have  excel- 
lent communications  facilities,  particularly  telephone,  cable, 
and  telex  service  linking  them  to  other  countries.  They  may  also 
have  excellent  air  service.  For  example,  the  Cayman  Islands  has 
well-developed  telephone  ,  and  telex  facilities;  telephone  numbers 
in  the  Caymans  can  be  dialed  directly  from  the  United  States  and 
Canada.  There  are  two  daily  non-stop  jet  flights  between  Miami 
and  the  Caymans,  and  direct  service  between  Houston  and  Grand 
Cayman.  The  use  of  English  as  the  principal  language  in  many 
Caribbean  jurisdictions  and  the  convenience  of  being  in  approxi- 
mately the  same  time  zones  as  U.S.  financial  centers  contribute 
to  making  them  especially  attractive  to  U.S.  (and  Canadian)  resi- 
dents. 

5 .  Lack  of  currency  controls 

Many  tax  havens  have  a  dual  currency  control  system,  which 
distinguishes  between  residents  and  non-residents,  and  between 
local  currency  and  foreign  currency.  As  a  general  rule,  resi- 
dents are  subject  to  the  currency  controls;  non-residents  are 
not.  However,  non-residents  will  normally  be  subject  to  controls 
with  respect  to  local  currency.  These  rules  are  adapted  to  fa- 
cilitate the  use  of  the  tax  haven  by  a  person  wishing  to  estab- 
lish a  tax  haven  entity  to  do  business  in  other  jurisdictions. 

A  company  formed  in  a  tax  haven,  which  is  beneficially  owned 
by  non-residents  and  which  conducts  most  of  its  business  outside 
the  tax  haven,  is  generally  treated  as  non-resident  for  exchange 
control  purposes.  Accordingly,  a  foreign  person  can  form  a  tax 
haven  company  to  do  business  in  other  jurisdictions.  The  com- 
pany's operations  will  not  be  subject  to  the  tax  haven's  exchange 
controls  as  long  as  it  is  dealing  in  the  currency  of  other  juris- 
dictions and  is  not  doing  business  in  the  tax  haven. 

6 .  Self  promotion 

Most  tax  haven  countries  seek  financial  business  and  promote 
themselves  as  tax  havens.  Some  jurisdictions  conduct  seminars, 
and  their  officials  collaborate  in  articles  extolling  the  virtues 
of  the  particular  country  as  a  haven.  Tax  havens  facilitate  or- 
ganization, maintenance,  and  operation  of  tax  haven  entities  by 
providing  access  to  competent  professional  advisors  (accountants 
and  lawyers)  and  by  adopting  flexible,  easily  utilized,  commer- 
cial laws. 


7 .   Tax  treaties 

Though  some  tax  havens,  such  as  Switzerland,  maintain  an 
extensive  network  of  tax  treaties,  most  tax  havens  do  not  enter 
into  tax  treaties.  Some  tax  havens,  however,  have  entered  into 
treaties  which,  because  of  the  combination  of  treaty  benefits 
granted  by  the  treaty  partner  and  favorable  internal  law  provi- 
sions in  the  tax  haven,  make  these  jurisdictions  particularly 
attractive  for  certain  kinds  of  transactions.  For  example,  the 
Netherlands  Antilles  has  an  income  tax  treaty  with  the  United 
States  which  provides  an  exemption  from  U.S.  tax  on  certain  in- 
terest paid  by  U.S.  persons  to  Netherlands  Antilles  residents. 


C.   Uses  of  Tax  Havens 

Tax  havens  may  be  used  for  a  variety  of  purposes.  While  some 
tax  haven  uses  may  be  for  criminal  purposes,  many  of  the  uses  are 
legal.  In  some  cases,  the  tax  consequences  of  the  tax  haven 
transactions  reflect  Congressional  decisions  as  to  the  appropri- 
ate limits  of  U.S.  taxing  jurisdiction,  such  as  deferral  of  U.S. 
tax  on  the  unrepatr iated  earnings  of  a  foreign  subsidiary  con- 
trolled by  a  U.S.  resident. 

Often  whether  a  transaction  is  tax  avoidance  or  tax  evasion 
is  difficult  to  determine,  in  part  because  the  terms  are  not  well 
defined,  and  in  part  because  the  law  governing  the  transactions 
is  imprecise  and  the  information  incomplete.  Tax  haven  transac- 
tions can  be  loosely  categorized  as  follows: 

(1)  Transactions  that  are  not  tax  motivated  and  may  have 
little  or  no  U.S.  income  tax  impact.  Such  use  includes 
branch  banking  that  may  avoid  U.S.  reserve  requirements, 
but  may  have  little  impact  on  U.S.  income  tax  liability. 
A  tax  haven  subsidiary  may  be  used  to  avoid  or  minimize 
the  effect  of  currency  and  other  controls  that  may  be  im- 
posed by  countries  in  which  the  company  is  (or  related 
companies  are)  carrying  on  business.  It  may  also  be  used 
to  minimize  the  risk  of  expropriation  of  business  assets. 
A  foreign  person  may  use  a  tax  haven  bank  or  nominee  ac- 
count to  shield  knowledge  of  the  existence  of  assets  from 
governments  that  may  misuse  such  information  or  from  ter- 
rorist groups. 

(2)  Transactions  that  are  tax  motivated  but  consistent 
with  the  letter  of  the  law  ("tax  planning") .  Examples  in- 
clude the  use  of  "flags  of  convenience"  by  the  shipping 
industry,  banking  through  subsidiaries,  sales  through  tax 
haven  subsidiaries  to  unrelated  parties,  and  structuring 
tax  haven  operations  to  take  advantage  of  certain  d^  mini- 
mis exceptions  to  anti-tax  haven  legislation. 

One  of  the  most  common  tax-motivated  but  legal  uses  of  a 
tax  haven  subsidiary  is  to  convert  U.S.  source  income  to 
foreign  source  income  in  order  to  increase  the  limitation 
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on  the  amount  of  foreign  income  taxes  paid  by  a  U.S.  tax- 
payer that  can  be  credited  against,  and  thus  reduce,  U.S. 
taxes  otherwise  payable  by  the  taxpayer. 

(3)  Transactions  that  take  advantage  of  an  unintended  le- 
gal or  administrative  loophole  ("tax  avoidance").  Exam- 
ples include  the  use  of  captive  insurance  companies,  the 
use  of  certain  investment  or  factoring  companies,  some 
forms  of  service  and  construction  businesses  being  conduc- 
ted through  tax  haven  entities,  as  well  as  a  wide  range  of 
aggressive  transfer  pricing  situations.  Typically,  the 
purpose  of  such  transactions  is  to  shift  profits  to  con- 
trolled entities  in  tax  free  areas.  One  loophole  that 
recently  has  been  noted  by  commentators  is  to  use  an  off- 
shore factoring  corporation  to  buy  trade  receivables  from 
a  related  U.S.  company.  In  certain  circumstances  the  dis- 
count income  earned  by  the  factor  will  not  be  subpart  F 
income  and  will  not  be  subject  to  direct  U.S.  tax.  Inter- 
est income  earned  on  a  loan  secured  by  the  receivables 
would  be  subpart  F  income. 

(4)  Transactions  designed  to  escape  taxation  through 
fraudulent  means  ("tax  evasion").  This  category  includes 
so-called  "double  trust"  schemes  designed  to  allow  the 
transfer  of  U.S.  assets  to  tax  haven  trusts  without  incur- 
ring any  U.S.  tax  liability  and  to  hide  the  income  from 
such  assets.  It  also  includes  the  utilization  of  sales 
companies  that  are  structured  to  appear  to  reflect  deal- 
ings only  with  unrelated  parties  but  which  in  fact  are 
dealing  with  related  parties,  forming  corporations  to  ap- 
pear to  be  banks,  hiding  the  fact  of  beneficial  ownership 
of  tax  haven  corporations,  and  the  use,  by  U.S.  persons, 
of  tax  haven  entities  to  hide  corporate  receipts  and  cor- 
porate slush  funds. 

Tax  havens  may  be  used  to  commit  crimes  that  violate  non- 
tax as  well  as  tax  laws.  The  most  serious  fraudulent  use 
of  this  kind  is  by  narcotics  traffickers  to  accumulate  or 
launder  large  sums  of  cash.  Often  phony  shelter  schemes 
violate  securities  as  well  as  tax  laws.  These  schemes  may 
be  conducted  through  a  tax  haven  in  order  to  hide  the  fact 
that  the  transactions  that  are  allegedly  creating  losses 
have  not  actually  taken  place.  Shell  banks  established  in 
tax  havens  have  been  used  to  defraud  U.S.  banks  and  other 
businesses.  Specific  examples  of  fraudulent  use  of  tax 
havens  based  on  recent  cases  are  presented  in  Chapter  IV. 

D.   Institutional  Background 

For  U.S.  taxpayers,  tax  havens,  in  and  of  themselves,  do  not 
generally  provide  a  U.S.  tax  advantage  because  the  United  States 
taxes  worldwide  income.  The  U.S.  tax  advantage  is  generally  pro- 
vided only  in  combination  with  the  U.S.  system  of  deferral  of 
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taxation  of  unremitted  earnings  of  foreign  corporations,  the  U.S. 
system  of  foreign  tax  credits,  and  the  provisions  of  an  appli- 
cable tax  treaty.  Nonresidents  may  seek  to  reduce  their  U.S.  tax 
liability  directly  by  manipulating  transfer  prices  to  shift  U.S. 
profits  to  a  tax  haven  subsidiary.  They  may  also  try  to  escape 
U.S.  tax  by  "treaty  shopping",  i.e.  routing  transactions  with  the 
United  States  through  a  country  other  than  their  country  of  resi- 
dence with  which  the  United  States  has  a  tax  treaty  which  reduces 
U.S.  tax,  such  as  the  withholding  tax  on  dividends,  interest,  and 
royalties . 


There  are  provisions  in  the  Internal  Revenue  Code  designed  to 
prevent  tax  avoidance  through  the  use  of  tax  havens,  but  they  are 
among  the  most  complex  in  the  Code.  The  two  most  important  pro- 
visions affecting  tax  haven  transactions  are  subpart  F,  which 
taxes  United  States  shareholders  of  a  U .S .-controlled  foreign 
corporation  (CFC)  on  certain  categories  of  income  earned  by  the 
CFC,  and  section  482,  which  authorizes  the  Commissioner  to  real- 
locate income  among  related  entities  (including  U.S.  and  foreign 
entities)  to  properly  reflect  their  income.  Both  of  these  provi- 
sions are  primarily  transactional  in  nature,  that  is,  each  sepa- 
rate transaction  must  be  analyzed  to  determine  its  tax  effect. 
In  addition,  the  foreign  personal  holding  company,  foreign  in- 
vestment company,  and  foreign  trust  provisions  may  apply. 

The  proper  administration  of  subpart  F  and  section  482  often 
requires  IRS  access  to  detailed  books  and  records  which  may  be 
located  outside  the  United  States  and  therefore  are  not  always 
available.  The  complexity  of  the  law,  coupled  with  information- 
gathering  problems,  makes  this  area  of  the  tax  law  extremely  dif- 
ficult to  administer.  The  Tax  Equity  and  Fiscal  Responsibility 
Act  of  1982  (TEFRA)  included  several  provisions  designed  to  im- 
prove taxpayer  compl iance . 11/ 


11/  See  Chapter  IV  for  a  discussion  of  these  provisions. 
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There  is  some  concern  that  tax  haven  treaties  may  be  used  to 
evade  U.S.  tax.  The  Treasury  Department  is  addressing  this  issue 
through  its  tax  treaty  pol  icy.  12/  Many  of  the  U.S.  income  tax 
treaties  with  tax  havens  resulted  from  the  extension  of  the  old 
United  States-United  Kingdom  treaty  to  former  United  Kingdom  col- 
onies. The  treaty  with  the  British  Virgin  Islands  was  terminated 
by  the  United  States,  effective  January  1,  1983,  and  the  other 
such  treaties  have  been  terminated  by  the  United  States  effective 
January  1,  1984 . 13/  The  treaty  with  the  Netherlands  Antilles  is 
in  force  as  a  result  of  the  extension  of  the  United  States- 
Netherlands  income  tax  treaty.  That  treaty  is  currently  being 
renegotiated . 


12/  See  Chapter  IV  for  a  discussion  of  U.S.  tax  treaty  policy. 


13/  The  countries  in  the  Caribbean  Basin  whose  treaties  have  been 
terminated  are:  Anguilla,  Barbados,  Belize,  Dominica,  Grena- 
da, Montserrat,  St.  Christopher-Nevis,  St.  Lucia,  St.  Vincent 
and  the  Grenadines.  Antigua  and  Barbuda  terminated  its  trea- 
ty with  the  United  States  effective  August  25,  1983. 
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CHAPTER  III 

DATA  ON  LEVELS  OF  USE 
OF  CARIBBEAN  TAX  HAVENS 


A.   Banking 

As  mentioned  in  Chapter  II,  one  of  the  common  characteristics 
of  tax  havens  is  the  great  importance  of  the  banking  sector  rel- 
ative to  the  country's  economy  and,  in  particular,  to  the  coun- 
try's need  for  foreign  assets  to  finance  its  foreign  trade. 
Large  economies  and  those  in  which  foreign  trade  accounts  for  a 
substantial  portion  of  the  gross  national  product  would  be  ex- 
pected to  maintain  larger  holdings  of  foreign  assets  than  small 
economies  and  those  in  which  foreign  trade  is  limited. 

One  simple  measure  of  the  concentration  of  foreign  financial 
assets  is  the  ratio  of  foreign  asset  holdings  to  foreign  trade. 
A  comparison  of  that  ratio  for  any  given  country  with  the  world- 
wide ratio  gives  an  indication  of  the  extent  to  which  the  country 
may  be  holding  "excess"  foreign  assets  in  relation  to  the  amount 
needed  to  finance  its  foreign  trade.  Like  any  average,  the 
worldwide  ratio  does  not  necessarily  represent  the  worldwide 
norm;  it  gives  equal  weight  to  deviations  above  and  below  the 
norm.  Nevertheless,  it  is  useful  as  a  rough  standard,  keeping  in 
mind  that  a  ratio  in  excess  of  the  average  may  in  some  cases  be 
explained  by  other  factors  than  tax  haven  status. 

Table  1  shows  the  ratio  of  foreign  asset  holdings  of  banks  to 
merchandise  exports  for  selected  countries,  including  the  five 
Caribbean  jurisdictions  which  are  the  focus  of  this  report.  The 
average  is  shown  separately  for  all  industrial  countries,  devel- 
oping countries  which  are  major  oil  producers,  and  developing 
countries  which  are  not  major  oil  producers. 

A  decline  in  exports  associated  with  slow  economic  conditions 
contributed  to  a  general  increase  in  the  average  ratios  in  1982. 
But,  four  of  the  five  Caribbean  jurisdictions  have  consistently 
held  foreign  assets  well  in  excess  of  the  average  for  non-oil 
developing  countries.  The  exception  is  the  Netherlands  Antilles, 
where  the  ratio  has  increased  much  faster  over  the  period  1978- 
1982  than  the  average,  but  remains  well  below  the  ratios  of  the 
other  four  Caribbean  countries.  While  developing  countries 
(other  than  oil  producers)  maintained  foreign  assets  equal  to 
1.73  times  their  merchandise  exports  in  1982,  foreign  assets  of 
banks  in  Bermuda,  the  Cayman  Islands,  and  Panama  were  sufficient 
to  finance  more  than  100  times  those  countries  exports,  respec- 
tively, and  in  the  Bahamas  the  ratio  was  over  36.  Converting 
those  ratios  into  dollar  figures  implies  that  the  principal  de- 
positories of  such  funds  among  the  five  Caribbean  jurisdictions 
were  the  Bahamas,  the  Cayman  Islands,  and  Panama,  which  together 
accounted  for  over  $300  billion  of  "excess"  holdings  of  foreign 
assets  in  1982. 
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Table  1 


FOREIGN  ASSETS  OF  DEPOSIT  BANKS 
1978  -  1982 


($  billions) 


1978    :    1980    :    1982 


Ratio  of  Foreign  Assets  to  Merchandise  Exports 

World  0.87  0.85  1.34 

Industrial  Countries  0.90  0.99  1.45 

Oil-Producing  Developing  Countries    0.10  0.10  0.22 

Non-Oil  Developing  Countries         1.27  1.00  1.73 


Selected  Caribbean  countries 

Bahamas  46.20       24.47       36.42 


e/ 


Bermuda  32.75       57.00      108.33- 


e/ 


e/ 


94.8 

11.4 

134.6-'( 
3.2^/ 

1.3 

2.2 

49.0 

84.5 

127.7  , 
6.0^/ 

-0.6 

3.0 

16.4 

32.6 

41.4 

160.9 

123.7 

312.9 

Cayman  Islands  _!/         1/  1/ 

Netherlands  Antilles  1.06        1.90        3.90 

Panama  61.96       91.64      114.30 

United  States  0.74        0.79        1.72 

B.   Foreign  Assets  above  or  below  the  average  level  ($  billions) 

Selected  Caribbean  Countries  in  relation  to  average  for  all 
Non-Oil  Developing  Countries 

Bahamas 
Bermuda 

Cayman  Islands 
Netherlands  Antilles 
Panama 
Total  Five  Countries 

United  States  in  relation  to  average 
for  all  Industrial  Countries        -22.8       -24.7       56.8 

Office  of  the  Secretary  of  the  Treasury 
Office  of  Tax  Analysis 

e/ 

—   Estimate. 

W   Since  merchandise  exports  are  negligible,  the  ratio  approaches 
infinity. 

Source;   Bureau  of  Statistics  of  the  International  Monetary  Fund,  sup- 
plemented by  joint  IMF-IRS  staff  estimates,  and  Central  Statis- 
tical Office,  Cayman  Islands,  1982  Statistical  Abstract,  August 
1983,  and  Annual  Reports  of  the  Cayman  Islands  Currency  Board. 
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Table  1  also  shows  that,  while  the  U.S.  ratio  of  foreign 
assets  to  exports  was  below  the  average  for  all  industrial  coun- 
tries in  1978  and  1980,  it  significantly  exceeded  the  average  in 
1982,  with  over  $55  billion  in  "excess"  holdings  in  that  year 
compared  to  a  shortfall  of  nearly  $25  billion  in  1980.  The  sharp 
change  in  1982  is  attributed  largely  to  the  establishment  of  in- 
ternational banking  facilities  (IBFs)  in  the  United  States.  Be- 
ginning in  December  1981,  the  Federal  Reserve  Board  permitted 
U.S.  banking  of f ices--includ ing  U .S .-chartered  banks,  agencies 
and  branches  of  foreign  banks,  and  offices  of  Edge  Act  corpora- 
tions--to  accept  deposits  from  and  make  loans  to  foreign  resi- 
dents free  of  reserve  requirements  and  interest  rate  ceilings. 
IBFs  are  also  excused  from  the  insurance  requirements  of  the  Fed- 
eral Deposit  Insurance  Corporation.  Several  states  also  offer 
tax  exemptions.  There  is  no  special  Federal  income  tax  exemption 
for  IBFs,  but  they  enjoy  the  same  rules  available  to  other  U.S. 
banks.  In  addition,  nonresident  depositors  in  IBFs  are  generally 
exempt  from  U.S.  tax  on  the  interest  on  such  deposits.  (Interest 
on  bank  deposits  of  foreign  residents  which  is  not  effectively 
connected  with  a  U.S.  trade  or  business  is  not  considered  U.S. 
source  income.)  Thus,  IBFs,  without  using  an  offshore  facility, 
can  provide  international  banking  services  to  foreign  customers 
on  roughly  the  same  regulatory  and  tax  basis  as  the  Eurocurrency 
market . 

By  early  September  1982,  nearly  400  banking  institutions  had 
established  IBFs  with  assets  of  over  $150  billion  and  liabilities 
of  about  $135  billion. 14/  Part  of  the  assets  and  liabilities 
were  shifted  from  the  books  of  existing  entities,  including 
shifts  from  branches  of  U.S.  banks  in  the  Bahamas  and  Cayman  Is- 
lands. Claims  on  and  liabilities  to  unrelated  foreign  residents 
at  Caribbean  branches  of  U.S.  banks  that  established  IBFs  de- 
clined by  amounts  roughly  similar  to  the  estimated  shifts  to  IBFs 
from  foreign  offices  of  U.S.  banks  in  December  1981  and  January 
1982 .15/  As  a  consequence,  the  increase  indicated  in  Table  1  in 
foreign  assets  of  U.S.  banks  may  represent  in  part  funds  which 
would  otherwise  have  appeared  as  further  increases  in  the  hold- 
ings of  banks  in  the  Caribbean. 

Additional  information  on  international  banking  transactions 
through  the  Caribbean  is  shown  in  Table  2.  The  figures  in  Table 
2  relate  to  international  transactions  only;  they  exclude  trans- 
actions of  local  residents  with  local  banks.  This  has  the  advan- 
tage of  excluding  purely  local  transactions,  such  as  those  with 
local  hotels  and  restaurants,  which  do  not  involve  tax  evasion  or 
other  illegal  activities.  However,  it  has  the  disadvantage  of 
also  excluding  any  activities  which  are  routed  through  a  Carib- 
bean entity,  such  as  a  trust,  but  which  involve  foreign  deposits 
or  borrowing.   It  should  be  noted  that  the  banks  covered  include 


14/  See:    Key,  Sidney  J.,  "International  Banking  Facilities," 
Federal  Reserve  Bulletin,  October  1982. 


15/  Ibid. 
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not  only  locally-chartered  banks  but  also  branches  of  United 
States  and  other  foreign  banks.  Country  detail  for  the  Caribbean 
countries  is  shown  in  Table  3  and  some  detail  on  the  branches  of 
U.S.  banks  is  shown  in  Table  4.  All  of  the  data  in  Tables  2 
through  4  are  estimates  of  mid-year  balances.  They  do  not  re- 
flect the  volume  of  debits  and  credits  during  the  year. 

In  Table  2,  the  claims  of  Caribbean  banks  represent  the 
credits  extended  to  nonresidents  and  securities  acquired  from 
nonresidents.  The  banks'  liabilities  consist  primarily  of  the 
deposits  of  nonresidents.  They  may  also  cover  other  forms  of 
bank  indebtedness,  such  as  bankers'  acceptances.  They  do  not  in- 
clude the  capital  accounts,  consisting  of  shares,  reserves,  and 
undistributed  profits.  Funds  evading  tax  or  from  other  illegal 
activities  would  rarely  show  up  in  the  capital  accounts;  they 
typically  appear  as  deposits. 

More  than  two-thirds  of  the  transactions  shown  in  Table  2 
took  place  between  banks.  In  1982,  banks  in  the  five  Caribbean 
countries  held  $210  billion  of  deposits  of  nonresident  banks  and 
had  outstanding  credits  of  $202  billion  to  nonresident  banks. 
However,  transactions  involving  non-bank  entities  were  rapidly 
increasing.  In  1982  the  Caribbean  banks  held  $105  billion  of 
deposits  of  nonresidents  other  than  banks  (trusts,  nominees,  in- 
vestment companies,  individuals)  and  had  outstanding  credits  to 
such  persons  of  $116  billion.  At  the  same  time,  similar  entities 
or  individuals  based  in  the  Caribbean  had  deposits  of  (claims  on) 
nonresident  banks  totalling  $24  billion  and  outstanding  credits 
from  (liabilities  to)  such  banks  of  nearly  $18  billion.  As  men- 
tioned earlier,  data  are  not  available  on  the  extent  to  which 
Caribbean  trusts  or  similar  local  entities  may  be  used  by  non- 
residents to  make  deposits  in  or  to  borrow  from  Caribbean  banks. 

Table  3  disaggregates  the  data  of  Table  2  by  country  for  the 
latest  year,  1982.  It  shows  that  over  80  percent  of  the  interna- 
tional transactions  of  banks  of  the  five  countries  are  accounted 
for  by  banks  in  the  Bahamas  and  the  Cayman  Islands,  each  of  which 
accounts  for  roughly  40  percent  of  the  total.  Panama  ranks 
third,  while  the  level  of  activity  in  the  Netherlands  Antilles 
and  Bermuda  is  low.  Transactions  of  local  banks  with  nonresi- 
dents other  than  banks,  e.g.  trusts,  is  most  important  in  the 
Cayman  Islands.  In  the  case  of  Panama,  banks  were  the  principal 
nonresident  depositors  while  nonbanks  were  the  principal  nonresi- 
dent debtors  of  Panamanian  banks.  Panama  also  accounted  for  a 
large  share  of  the  activity  of  local  entities  other  than  banks 
with  respect  to  both  deposits  in  and  borrowing  from  nonresident 
banks . 


Table  4  contains  data  on  the  assets  and  liabilities  of  all 
foreign  branches  of  U.S.  banks  and  of  those  foreign  branches  lo- 
cated in  the  Bahamas,  the  Cayman  Islands,  and  Panama  during  the 
period  1978  through  1982.  The  branches  in  the  Bahamas,  the  Cay- 
man Islands,  and  Panama  account  for  approximately  one-third  of 
the  total  deposits  in  all  foreign  branches  of  U.S.  banks.   (There 
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Tabie  2 

INTERNATIONAL  BANKING 

IN  CARIBBEAN  OFFSHORE  FINANCIAL  CENTERS 

1978  -  1982 

{$  billions) 


1978    :    1980    :    1982 


318, 

.2 

201, 

.9 

116, 

.3 

314. 

,7 

210, 

.1 

104, 

.6 

Caribbean  banks  (including  branches  of 
foreign  banks) 

Claims  on  nonresidents  178.4  254.1 

banks  115.2  162.7 

others  63.1  91.4 

Liabilities  to  nonresidents  178.3  253.2 

banks  135.8  181.0 

others  42.5  72.2 


Other  Caribbean  entities  and  individuals 

Claims  on  nonresident  banks  9.4       16.4        23.5 

Liabilities  to  nonresident  banks        1.9        10.2        17.5 

Office  of  the  Secretary  of  the  Treasury 
Office  of  Tax  Analysis 


Source;   Estimates  by  the  Bureau  of  Statistics  of  the  International 
Monetary  Fund  and  data  from  the  Central  Statistical  Office, 
Cayman  Islands,  1982  Statistical  Abstract,  and  Annual  Reports 
of  the  Cayman  Islands  Currency  Board.   These  estimates  are 
not  consistent  with  the  earlier  series  for  1968,  1973  and 
1978  published  in  the  Gordon  Report,  which  were  prepared  for 
IRS  by  a  consultant  based  on  a  different  methodology. 
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Table  3 

INTERNATIONAL  BANKING 

IN  CARIBBEAN  OFFSHORE  FINANCIAL  CENTERS 

COUNTRY  DETAIL,  1982 

($  billions) 


1982  :        :        :Cayman  rNetherlands: 
Total :Bahamas:Bermuda: Islands :   Antilles  tPanama 


Caribbean  Banks 
(including  branches) 


Claims  on  nonresidents 

318 

2 

132 

3 

banks 

201 

.9 

111 

.8 

others 

116 

3 

20 

5 

Liabil ities 

to  nonresidents 

314 

7 

132 

5 

banks 

210 

1 

90 

.6 

others 

104 

6 

41 

9 

43 

.5 

10 

.7 

32 

.8 

42 

.9 

34 

.1 

3.7-/  127.7  11.0 
3.7-'^  72.3  3.4 
-.-      55.4       7.6 


S.S-'^  150.1  10.7 
0.8-'/  76.2  8.4 
7.7-/    4  3.9       2.3 


Other  Caribbean  entities 
and  individuals 

Claims  on 
nonresident  banks        23.6     2.4     6.1       2.1       3.4       9.6 

Liabilities  to 
nonresident  banks        17.5     1.3     2.0       3.0       3.1        8.1 


Office  of  the  Secretary  of  the  Treasury 
Office  of  Tax  Analysis 


e/ 

—   Estimate. 

Source;   Estimates  by  the  Bureau  of  Statistics  of  the  International 

Monetary  Fund  and  based  on  data  from  the  Central  Statistical 
Office,  Cayman  Islands,  1982  Statistical  Abstract,  and  Annual 
Reports  of  the  Cayman  Islands  Currency  Board. 
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Table  4 

SELECTED  ACCOUNTS  OF  CARIBBEAN  AND  ALL  FOREIGN 

BRANCHES  OF  U . S .-CHARTERED  BANKS 

1978  -  1982 

($  bill  ions) 


1978   :   1980   :   1982 


branches  of  U.S.  banks  in  the 
Bahamas,  Cayman  Islands,  and  Panama 

Assets 

claims  on  banks  ,  , 
claims  on  others— 

Liabil ities,  , 

to  banks— 

to  others 

with  U.S.  addresses 
with  other  addresses 


All  foreign  branches  of  U.S.  banks 

Assets 

claims  on  banks  ,  / 
claims  on  others— 

Liabil i ties,  , 

to  banks— 

to  others 

with  U.S.  addresses 
with  other  addresses 


96.8 

128, 

.6 

151, 

.2 

59.3 

89. 

.2 

124, 

.9 

37.5 

39, 

.4 

26, 

.3 

97.3 

128, 

.0 

152, 

.3 

76.8 

92, 

,7 

102, 

.1 

20.5 

35, 

.3 

51, 

.0 

13.0 

24, 

.6 

39, 

.9 

7.5 

10, 

.7 

11, 

.1 

214, 

,5 

383, 

,4 

450, 

.0 

109, 

.8 

251, 

.9 

316, 

.5 

104, 

,7 

131, 

.5 

133, 

.5 

296, 

.8 

386, 

,4 

449, 

.8 

237, 

.8 

294, 

.1 

315, 

,4 

59, 

.0 

92, 

.3 

114, 

.4 

17, 

.2 

37, 

.3 

70. 

.2 

41, 

.8 

55, 

.0 

64, 

.2 

Office  of  the  Secretary  of  the  Treasury 
Office  of  Tax  Analysis 


—  Claims  on  others  include  claims  on  official  institutions  as  most 

official  borrowing  is  attributed  to  foreign  governments  or  government 
enterprises.   In  contrast,  liabilities  to  official  institutions  are 
counted  as  liabilities  to  banks  because  most  official  deposits  are 
attributed  to  central  banks. 

Source;   Unpublished  tables  from  the  Board  of  Governors  of  the  Federal 
Reserve  System. 
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are  also  branches  in  the  Netherlands  Antilles  which  accounted  for 
about  $1-2  billion  in  deposits  in  1979  and  1980;  the  information, 
for  1982  is  not  disclosed,  to  protect  the  confidentiality  of  the 
banks  involved.)  Deposits  of  persons  other  than  banks  (e.g., 
trusts,  investment  companies,  individuals)  increased  more  rapidly 
than  deposits  of  banks  for  all  foreign  branches,  but  especially 
for  the  Caribbean  branches.  Money  on  which  tax  is  being  evaded 
or  which  arose  from  illegal  activities  may  be  concealed  in  such 
deposits.  Nonbank  deposits  in  the  Caribbean  branches  were  nearly 
2.5  times  the  1978  level  in  1982,  while  those  in  other  foreign 
branches  (obtained  by  subtracting  the  Caribbean  figure  from  the 
total  foreign  figure)  were  1.6  times  the  1978  level  in  1982. 

The  figures  on  Caribbean  branches  in  Table  4  differ  from 
those  in  Table  2.  The  former  include  any  transactions  with  local 
residents  but  exclude  branches  in  Bermuda  and  the  Netherlands 
Antilles  and  any  banks  organized  as  subsidiaries  in  the  five 
countries.  Nevertheless,  a  very  rough  estimate  of  the  nonbank 
deposits  in  Caribbean  banks  other  than  branches  of  U.S.  banks  can 
be  made  by  comparing  the  magnitude  of  such  deposits  in  the  two 
tables.  That  comparison  suggests  that  U.S.  branches  accounted 
for  about  one-half  of  the  nonbank  deposits  in  Caribbean  banks 
throughout  the  period  1978-1982  (e.g.,  $51  billion  of  the  $104.6 
billion  in  1982).  As  noted  earlier,  the  activity  of  U.S.  bank 
branches  in  the  Caribbean  would  probably  have  been  higher  in  1982 
but  for  the  shifting  of  some  transactions  to  IBFs  in  the  United 
States . 

B .   Investment  and  Income  Flows 

1 .   U.S.  direct  investments  in  the  Caribbean 

The  Department  of  Commerce  collects  and  tabulates  data  on 
U.S.  direct  investments  in  foreign  countries.  Direct  foreign 
investment  is  defined  as  an  investment  in  which  a  U.S.  person 
owns  or  controls,  directly  or  indirectly,  10  percent  or  more  of 
the  voting  stock  of  an  incorporated  foreign  business  enterprise, 
or  a  comparable  interest  in  an  unincorporated  foreign  business 
enterprise,  such  as  a  branch.  Table  5  summarizes  U.S.  direct 
investment  in  Caribbean  tax  havens,  other  than  the  Netherlands 
Antilles,  during  the  period  1978-1982.  The  corresponding  data 
for  the  Netherlands  Antilles  are  shown  separately  in  Table  6. 
Table  7  provides  data  on  the  reverse  flow  of  direct  investment 
into  the  United  States  from  selected  Caribbean  countries  during 
the  same  period. 

As  Table  5  illustrates,  the  level  of  U.S.  direct  investment 
in  the  Caribbean  tax  havens  other  than  the  Antilles  increased 
substantially  from  1978-1982,  rising  from  about  $14  billion  to 
about  $20  billion.  The  rate  of  increase  was  the  same  as  that  of 
U.S.  direct  investment  abroad  from  1978  to  1982,  slightly  lower 
from  1978  to  1980  and  slightly  higher  from  1980  to  1982.  The 
Netherlands  Antilles  is  excluded  from  these  comparisons  because 
the  volume  of  borrowing  by  U.S.  corporations  from  Netherlands 


-20- 

Table  5 

U.S.  DIRECT  INVESTMENT  IN  CARIBBEAN  TAX  HAVENS 

OTHER  THAN  THE  NETHERLANDS  ANTILLES- 
1978  -  1982 

($  millions) 


1978    :    1980    :    1982 


Level  of  U.S.  direct  investment  13,523  17,906 

Outflow  of  U.S.  equity  and  debt 

capital  (including  trade  credit)  1,414  705 

Earnings  of  Caribbean  affiliates-^  2,224  3,297 


19, 

,701 

687 

3, 

,410^/ 

1, 

,334^/ 

2, 

,076^/ 

2, 

,063^/ 

Reinvested  earnings  of  subsidiaries        624       1,240 

e/ 
Subsidiary  dividends  &  branch  profits    1,600—     2,057 

Inflow  to  U.S.  owners  of  divi-     ^  , 

dends,  branch  profits  &  interest—       1,674       2,060 

Level  of  U.S.  direct  investment, 
all  other  countries  (except 
Netherlands  Antilles)  150,034     201,805     217,235 

Investment  in  Caribbean  as  a 

percent  of  other  foreign  investment        9.0%        8.9%        9.1% 

Office  of  the  Secretary  of  the  Treasury 
Office  of  Tax  Analysis 


e/ 

—  Estimate. 

—  Also  includes  some  small  islands  not  covered  in  other  tables. 

2/ 

—  Net  of  any  foreign  corporate  tax. 

3/ 

—  Net  of  any  foreign  withholding  tax. 

Source ;   U.S.  Department  of  Commerce,  Bureau  of  Economic  Analysis,  Survey 
of  Current  Business,  August  issues.   Washington,  D.C.,  U.S. 
Government  Printing  Office,  and  unpublished  tabulations. 
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Antilles  affiliates  has  become  so  large  that  it  distorts  the  pic- 
ture of  other  foreign  investment  activity.  (Total  U.S.  foreign 
investment  abroad  declined  in  1981,  for  the  first  time  since 
World  War  II,  as  a  result  of  the  negative  outflow  to  the  Nether- 
lands Antilles.) 

The  composition  of  Caribbean  investments  is  concentrated  in 
the  financial  and  trade  sectors,  which  tend  to  be  highly  mobile, 
more  than  is  the  case  for  worldwide  U.S.  direct  foreign  invest- 
ments. Of  worldwide  foreign  direct  investment  in  1982,  41  per- 
cent was  in  manufacturing  compared  to  25  percent  in  trade  and 
finance.  For  the  Bahamas,  Bermuda,  and  Panama  only  2  percent  was 
in  manufacturing  and  over  85  percent  in  trade  and  finance .  16/ 

The  direct  investment  picture  in  the  Netherlands  Antilles  is 
dominated  by  the  activities  of  finance  subsidiaries  of  U.S.  cor- 
porations which  borrow  abroad,  primarily  in  the  Eurobond  market, 
to  relend  to  their  U.S.  parent  corporations.  Under  the  income 
tax  treaty  between  the  United  States  and  the  Netherlands  Antil- 
les, interest  payments  on  such  borrowing  by  the  U.S.  corporations 
is  free  of  U.S.  tax.  A  small  tax  is  paid  to  the  Antilles  on  the 
spread  between  the  rates  at  which  the  finance  subsidiary  borrowed 
and  loaned,  and  the  interest  is  paid  out  to  the  Eurodollar  lender 
without  any  withholding  tax  in  the  Antilles.  (The  tax  paid  to 
the  Netherlands  Antilles  may  be  claimed  as  a  foreign  tax  credit 
against  any  U.S.  tax  due  by  the  parent  corporation  under  subpart 
F.) 

As  shown  in  Table  6,  the  volume  of  net  borrowing  from  Nether- 
lands Antilles  finance  affiliates  increased  more  than  ten  times, 
from  $2.5  billion  to  $27.3  billion,  in  only  four  years.  The 
volume  of  such  borrowing  nearly  doubled  from  1981  to  1982,  re- 
flecting not  only  the  lower  interest  rates  available  in  Europe 
relative  to  the  United  States,  but  almost  the  fact  that  the  num- 
ber of  such  affiliates  increased.  The  volume  of  equity  invest- 
ment in  finance  subsidiaries  increased  also  as  rapidly  during  the 
same  period,  from  $1.1  billion  to  $11.1  billion.  The  ratio  of 
the  inflow  of  loan  capital  to  the  outflow  of  equity  capital  was 
2.3  in  1978  and  1980  and  2.5  in  1982.  The  associated  interest 
payments  rose  from  about  $130  million  in  1978  to  nearly  $3  bil- 
lion in  1982. 

2 .   Caribbean  direct  investments  in  the  United  States 

Table  7  illustrates  the  reverse  situation  of  direct  invest- 
ments in  the  United  States  by  parent  corporations  organized  in 
particular  Caribbean  jurisdictions.  Such  investment  increased 
sharply  between  1978  and  1980,  both  in  absolute  terms  and  as  a 
share  of  all  foreign  direct  investment  in  the  United  States.  It 
continued  to  increase  in  1982,  but  at  a  slower  rate  than  all  such 
foreign  direct  investment  in  the  United  States. 


16/  Source:   U.S.  Department  of  Commerce,  Survey  of  Current  Busi- 
ness ,  August  1983. 


830 

-4,336 

-7,172 

-15, 

,593 

-68 

-2,843 

-3,449 

-9, 

,606 

35 

206 

587 

886 

-41 

-173 

-986 

-2, 

,593 
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Table  6 

U.S.  DIRECT  INVESTMENT  IN  THE  NETHERLANDS  ANTILLES 
1978  -  1982 

($  millions) 

1978   ;   1980   ;   1981   :   1982 

A.  All  Netherlands  Antilles  affiliates 
Level  of  U.S.  direct  investment 
Outflow  of  U.S.  equity  and  debt 

capital  (including  trade  credit) 
Reinvested  earnings 

of  subsidiaries 
Inflow  to  U.S.  owners  of  dividends 

branch  profits  &  interest 

B.  Finance  affiliates  only 

Level  of  U.S.  direct  investment  -1,389  -4,802  -7,761  -16,172 

Loans  from  N.A.  affiliates  -2,506  -7,992  -13,824  -27,259 
Equity  investments 

in  N.A.  affiliates  1,117  3,190  6,062  11,086 

Outflow  of  U.S.  equity  and  debt 

capital  (including  trade  credit)  -189  -2,710  -3,472  -9,542 

Borrowing  from  NA  affiliates  -285  -3,715  -5,832  -13,435 

Equity  investment  in  NA  affiliates  96  1,004  2,360  3,893 

Earnings  of  NA  af f iliates-"^  41       202       542       995 

Reinvested  earnings 

of  subsidiaries  20       186       500       833 

Subsidiary  dividends 

&  branch  profits  21        16        42       162 

Inflow  to  U.S.  owners 
of  dividends  „  , 

branch  profits  &  interest-'^  -101      -313    -1,148    -2,721 

Dividends  and  branch  profits  21        16        42       162 

Interest  -132      -329    -1,190    -2,883 

Office  of  the  Secretary  of  the  Treasury 
Office  of  Tax  Analysis 

—  Net  of  any  Netherlands  Antilles  corporate  tax. 

9  / 

-  Net  of  any  Netherlands  Antilles  withholding  tax.   Components  may  not 
total  exactly,  due  to  rounding. 

Source;   U.S.  Department  of  Commerce,  Bureau  of  Economic  Analysis,  Survey 
of  Current  Business,  August  1983,  and  unpublished  tabulations. 
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Table  7 

FOREIGN  DIRECT  INVESTMENT  IN  THE  UNITED  STATES 

FROM  SELECTED  CARIBBEAN  COUNTRIES 

AND  ALL  COUNTRIES 

1978  -  1982 

($  mill  ions) 


1978    :    1980    :    1982 


208 

325 

374 

419 

888 

1,174 

,412 

4,824 

6,398 

495 

707 

951 

Bahamas 

Bermuda  and  British  Islands- 
Netherlands  Antilles 
Panama 


Sum  of  Caribbean  tax  havens        3,534      6,744       8,897 


All  Countries  42,471      68,351     101,844 

Netherlands  Antilles 

as  a  percent  of  all  countries        5.7%       7.1%       6.3- 

Other  Caribbean  tax  havens 

as  a  percent  of  all  countries        2.6%       2.8%       2.5^ 


Office  of  the  Secretary  of  the  Treasury 
Office  of  Tax  Analysis 


—   Includes  some  smaller  islands  not  covered  in  other  tables. 


Source ;   Unpublished  figures  received  from  the  Office  of  Business 
Economics,  U.S.  Department  of  Commerce. 
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The  bulk  of  this  investment  is  attributable  to  corporations 
established  in  the  Netherlands  Antilles.  The  data  do  not  indi- 
cate the  extent  to  which  such  corporations  are  owned  by  U.S.  or 
third-country  shareholders;  but  the  portion  of  the  investment 
originating  in  the  Netherlands  Antilles  of  which  the  ultimate 
beneficial  owner  is  a  resident  of  the  Antilles  is  probably  negli- 
gible. 

As  in  the  case  of  the  Antilles  finance  subsidiaries  of  U.S. 
corporations,  the  exemption  from  U.S.  tax  of  interest  paid  to  An- 
tilles recipients  under  the  U .S .-Nether lands  Antilles  income  tax 
treaty  is  a  significant  factor.  Residents  of  countries  with 
which  the  United  States  does  not  have  an  income  tax  treaty 
providing  a  similar  benefit  are  attracted  to  the  possibility  of 
lending  to  the  United  States  through  an  Antilles  corporation  to 
obtain  the  benefits  of  the  tax  treaty,  the  low  tax  in  the 
Antilles,  and  the  absence  of  any  withholding  tax  on  the  remit- 
tance of  the  earnings  from  the  Antilles  entity  to  the  foreign 
(third  country)  parent.  As  previously  noted,  the  income  tax 
treaty  between  the  United  States  and  the  Netherlands  Antilles  is 
under  renegotiation.  A  primary  objective  of  the  United  States 
negotiators  is  to  limit  the  benefits  of  the  treaty  to  residents 
of  the  two  countries. 

Another  important  factor  in  the  future  use  of  the  Netherlands 
Antilles  treaty  by  residents  of  third  countries  is  the  proposed 
legislation  (H.R.  4618;  S.  1557)  to  eliminate  the  U.S.  tax  on 
certain  payments  of  interest  to  nonresidents.  If  enacted,  that 
proposal  would  remove  the  current  advantage  of  investing  through 
the  Netherlands  Antilles  with  respect  to  Eurobonds. 

3 .   Payments  of  U.S.  income  to  residents  of  Caribbean 
jurisdictions 

Persons  making  payments  of  U.S.  source  fixed  or  determinable 
income  (e.g.,  dividends,  interest,  rents,  and  royalties)  to  for- 
eign persons  are  generally  required  to  withhold  U.S.  taxl7/  and 
are  required  to  file  a  return  with  the  Internal  Revenue  Service 
indicating  the  type  and  amount  of  income  paid  and  the  tax  with- 
held. Tabulations  of  those  returns  by  the  IRS  show  an  unusually 
large  and  rapidly  rising  flow  of  such  payments  to  Caribbean  tax 
havens,  particularly  the  Netherlands  Antilles. 

As  shown  in  Table  8,  although  there  were  fewer  than  2,000 
withholding  tax  returns  filed  with  respect  to  payments  to  resi- 
dents of  the  Netherlands  Antilles  in  1981,  out  of  a  worldwide 
total  of  575  thousand  such  returns,  the  gross  income  paid  to 
recipients  in  the  Netherlands  Antilles  amounted  to  nearly  15 
percent  of  the  worldwide  total.  By  1981,  the  Netherlands  An- 
tilles accounted  for  more  gross  income  than  any  other  single 
country,  and  the  gross  income  received  by  residents  of  the 


17/  See  sections  1441  and  1442  of  the  Internal  Revenue  Code. 
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Table  8 

GROSS  INCOME  PAID  TO  NONRESIDENTS 

AS  REPORTED  ON  FORM  1042S 

1981 


Gross 
Income 
($Thousand) 


Number  of'_  Average 
Returns  ;  Payment 


Payments  to  Corporations 


of  Total  :    %  of 
Returns   :Gross  Income 


Worldwide 


Netherlands 
Antilles 


Bermuda 


Panama 


Bahamas 


Cayman  Islands 


$9,561,489  575,207  $  16,623  13% 

1,399,528  1,857  753,650  63 

51,728  1,522  33,987  30 

45,966  2,531  18,161  34 

39,482  1,886  20,934  37 

24,391  718  33,971  65 


1/ 


73% 

95 

82 


64 


41 


1/ 


85 


Office  of  the  Secretary  of  the  Treasury 
Office  of  Tax  Analysis 


1/ 


For  the  Bahamas,  the  largest  single  category  of  recipient,  representing 
another  41  percent  of  the  gross  income  payments,  was  identified  as 
"other"  than  an  individual,  corporation,  partnership,  nominee,  fiduci- 
ary, government  or  international  organization,  tax  exempt  institution, 
private  foundation  and  unknown. 


Source; 


Unpublished  tabulations  of  Form  1042S.   See  also  Internal  Revenue 
Service,  SOI  (Statistics  of  Income)  Bulletin,  summer  1983,  p  35F. 
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Antilles  exceeded  that  country's  gross  national  product.  The  av- 
erage payment  per  return  amounted  to  about  $17,000  worldwide  and 
to  about  $754,000  for  recipients  in  the  Antilles. 

A  return  is  filed  by  each  withholding  agent  for  any  given  re- 
cipient. Thus,  more  than  one  return  would  be  filed  for  a  recipi- 
ent receiving  income  from  more  than  one  withholding  agent,  and  it 
is  possible,  as  a  consequence,  that  the  average  amount  per  recip- 
ient is  higher  than  that  shown  in  the  table  (on  a  worldwide  ba- 
sis, not  only  for  recipients  in  the  Antilles) . 

Table  8  also  indicates  that,  worldwide,  payments  to  corpo- 
rations generated  only  13  percent  of  the  returns  in  1981  but 
represented  73  percent  of  the  gross  income.  In  the  Caribbean 
jurisdictions  listed,  corporations  tended  to  account  for  an  even 
higher  percentage  of  the  gross  income  than  the  worldwide  average, 
but  they  also  represented  a  much  higher  proportion  of  the  re- 
turns.18^/ 

Table  9  illustrates  the  composition  of  the  income  payments. 
Worldwide,  roughly  45  percent  of  the  gross  income  paid  to  non- 
residents was  dividends,  35  percent  was  interest,  and  was  all 
other  types  of  payment  (e.g.,  royalties,  rentals,  and  personal 
service  income)  accounted  for  the  remaining  20  percent.  There  is 
no  single  pattern  to  the  payments  to  the  Caribbean  jurisdictions. 
However,  it  is  notable  that  nearly  75  percent  of  the  total  pay- 
ments to  the  Netherlands  Antilles  and  the  Cayman  Islands  consist- 
ed of  interest.  There  is  a  treaty  with  the  Netherlands  Antilles 
which  exempts  certain  interest  payments  to  recipients  in  the  An- 
tilles from  U.S.  tax.  There  has  never  been  a  U.S.  income  tax 
treaty  with  the  Cayman  Islands,  so  the  applicable  U.S.  tax  on  in- 
terest payments  to  residents  of  those  islands  is  generally  the 
statutory  rate  of  30  percent.  In  the  latter  case,  such  advan- 
tages as  bank  secrecy  and  tax  exemption  in  the  Cayman  Islands  ap- 
pear to  outweigh  the  disadvantage  of  the  U.S.  tax.  However,  many 
of  the  payments  are  made  to  Cayman  Island  branches  of  European 
banks  which  are  residents  of  countries  with  which  the  United 
States  has  a  treaty  exempting  interest  from  tax  at  source.  In 
those  cases,  too,  there  is  no  U.S.  tax  advantage  to  routing  the 
loans  through  the  Cayman  Islands,  as  there  would  be  no  U.S.  tax 
if  the  loan  were  made  directly  by  the  home  office.  Presumably 
the  secrecy  obtained  once  the  funds  are  in  the  Cayman  Islands  is 
the  primary  attraction  of  this  indirect  approach  to  lending  into 
the  United  States. 


18/  For  the  Bahamas,  the  share  of  gross  income  paid  to  corpora- 
tions appears  to  be  substantially  less  than  the  worldwide 
average,  but  this  may  be  due  to  the  reporting;  the  largest 
single  category  of  recipient  in  the  Bahamas  is  reported  as 
"other",  i.e.,  other  than  an  individual,  corporation,  part- 
nership, nominee,  fiduciary,  tax  exempt  institution,  or 
government . 
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Table  9 

COMPOSITION  OF  U.S.  GROSS  INCOME 

OF  NONRESIDENTS 

AS  REPORTED  ON  FORM  1042S 

1981 


Gross 

Income 

($Thousands] 


of    Total 


Dividends  :  Interest  :  Other 


Worldwide 


Netherlands 
Antilles 


Bermuda 


Panama 


Bahamas 


Cayman  Islands 


9,561,489 

44.6% 

35.2% 

20.2 

1,399,528 

23,5 

74.1 

2.4 

51,728 

37.3 

37.1 

25.7 

45,966 

59.6 

24.9 

15.5 

39,482 

45.6 

8.6 

45.7 

24,391 

14.5 

74.1 

11.4 

Office  of  the  Secretary  of  the  Treasury 
Office  of  Tax  Analysis 


Source;   Internal  Revenue  Service,  unpublished  tabulations  of  Form  1042S 
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Ownership  of  U.S.  land 


Another  aspect  of  direct  investment  in  the  United  States  is 
ownership  of  U.S.  land  by  persons  claiming  residence  in  foreign 
countries.  In  1982,  residents  of  the  Netherlands  Antilles  owned 
1,039,609  acres  of  U.S.  agricultural  land  and  residents  of  Panama 
owned  208,445  acres . 19/  Residents  of  these  two  countries  owned 
9.2  percent  of  all  U.S.  agricultural  land  owned  by  foreign 
persons . 

C.   Currency  Flows 

As  noted  in  Chapter  II,  one  of  the  most  common  nontax  crim- 
inal uses  of  tax  havens  is  to  launder  cash  from  criminal  enter- 
prises which  deal  in  large  amounts  of  cash,  particularly 
narcotics  trafficking.  The  Bank  Secrecy  Act  of  1970  contains 
three  reporting  requirements  designed  to  facilitate  the  detection 
of  such  activities.  One  such  requirement  is  the  Currency  Trans- 
action Report  (CTR) ,  IRS  Form  4789.  Except  for  certain  domestic 
transactions,  this  form  must  be  filed  by  financial  institutions 
for  each  deposit,  withdrawal,  exchange  of  currency,  or  other  pay- 
ment or  transfer  by,  through,  or  to  that  financial  institution, 
which  involves  a  transaction  in  currency  of  more  than  $10,000. 
Multiple  transactions  by  or  for  any  person  which  in  any  one  day 
total  more  than  $10,000  are  to  be  treated  as  one  transaction. 
The  information  from  CTRs  is  processed  by  IRS  and  forwarded  to 
Customs  for  inclusion  in  the  Treasury  Enforcement  Communications 
System  (TECS) . 

Table  11  provides  data  for  selected  countries  by  address  of 
the  person  making  the  transaction  reported  on  the  CTR.  Only 
three  Caribbean  Basin  countries,  the  Bahamas,  the  Cayman  Islands, 
and  Panama,  were  involved  in  transactions  totaling  more  than  $50 
million  in  1982.  All  three  countries  show  large  deposits  and 
negligible  withdrawals. 

Five  countries  outside  the  Caribbean  Basin  are  included  in 
Table  11  in  order  to  provide  some  basis  for  comparison:  Argen- 
tina, Canada,  Colombia,  Mexico,  and  Switzerland.   All  show  a  high 


19/  Source;  U.S.  Department  of  Agriculture,  Economic  Research 
Service,  Foreign  Ownership  of  U.S.  Agricultural  Land  Through 
December  31,  1983,  Staff  Report  AGES  830310. 
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Table  10 

U.S.  INCOME  OF  RESIDENTS  OF  CARIBBEAN  TAX  HAVENS 

AS  REPORTED  ON  FORM  1042S 

1978  -  1981 

($  millions) 


1978 


1980 


1981 


Netherlands  Antilles 
Bermuda 
Panama 
Bahamas 

Cayman  Islands 
Subtotal 


191 

632 

1,400 

21 

54 

52 

19 

39 

46 

16 

22 

39 

9 

17 

24 

256 

764 

1,561 

Worldwide 


4,451 


6,576 


9,561 


1981  as  percent  of  1978 
Caribbean  jurisdictions 
Worldwide 


610% 
215% 


Office  of  the  Secretary  of  the  Treasury 
Office  of  Tax  Analysis 


Source:   Internal  Revenue  Service,  unpublished  tabulations. 
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Table  11 

CURRENCY  TRANSACTIONS  REPORTED  ON  FORM  4789 

Selected  Countries 

1982 

($  mill  ions) 


Deposits 


Withdrawals 


Net  Currency- 
Balance  Deposits 
Less  Withdrawals 


Undefined 

"Other" 

Currency 

Transactions 


Caribbean  Basin  Countries 


Bahamas  153 

Cayman  Islands       63 
Panama 


,1/ 


3i/ 


151 
63 
85 


14 

4 

17 


Other  Countries 


Argentina 

516 

726 

Canada 

80 

116 

Colombia 

121 

3 

Mexico 

310 

508 

Switzerland 

72 

85 

-210 
-36 
118 

-198 
-13 


318 
131 
13 
610 
103 


Office  of  the  Secretary  of  the  Treasury 
Office  of  Tax  Analysis 


*   Less  than  0.5 

—  Does  not  include  approximately  $1  billion  in  deposits  and  $100  million 
in  withdrawals  through  Federal  Reserve  offices. 
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volume  of  transactions,  some  of  which  can  be  explained  by  proxim- 
ity to  the  United  States  (Canada  and  Mexico)  and  economic  uncer- 
tainty (Argentina  and  Mexico);  but  only  Colombia  shows  the  large 
excess  of  deposits  over  withdrawals  which  characterizes  the  three 
Caribbean  jurisdictions.  It  seems  unlikely  that  either  the  mag- 
nitude of  the  flows  or  the  imbalance  between  deposits  and  with- 
drawals for  the  Bahamas,  the  Cayman  Islands,  Panama,  and  Colombia 
can  be  explained  as  being  solely  the  result  of  legal  activities 
such  as  tourism. 

The  Panamanian  transactions  with  the  Federal  Reserve20/  are 
unusual  because  about  50  percent  of  the  dollar  value  was  in  $20 
or  lower  denomination  bills.  According  to  the  reports,  the  smal- 
ler denomination  bills  are  usually  a  minor  factor  in  internation- 
al transactions.  The  primary  exceptions  are  Mexico  and  Canada 
(presumably  the  result  of  tourist  activity)  and  Panama  and  Colom- 
bia (presumably  not  the  result  of  tourist  activity) . 

Another  source  of  information  on  the  flow  of  money  to  and 
from  the  United  States  is  the  Report  of  International  Transporta- 
tion of  Currency  or  Monetary  Instruments  (CMIR) ,  Customs  Form 
4790.  CMIRs  are  required  to  be  filed  by  each  person  who  exports 
from  the  United  States  or  imports  to  the  United  States  currency 
or  other  monetary  instruments  exceeding  $5,000.  The  forms  are 
processed  by  Customs,  and  the  information  from  them  is  included 
in  TECS. 

A  third  requirement  of  the  Bank  Secrecy  Act  is  that  any  per- 
son who  owns  or  controls  a  foreign  financial  account  must  declare 
such  ownership  or  control  on  that  person's  federal  income  tax 
return  and  also  file  Treasury  Form  90-22.1. 

These  requirements  were  intended,  inter  alia,  to  disrupt  the 
laundering  and  outflow  of  cash  from  criminal  enterprises.  From 
the  inception,  it  was  recognized  that  enforcement  might  be  diffi- 
cult.  As  the  Senate  report  on  the  1980  Act  observed: 

"Reports  are  not  a  foolproof  method  of  preventing  orga- 
nized crime  from  sending  currency  out  of  the  country. 
Obviously,  a  criminal  who  is  already  breaking  the  law 
could  just  as  easily  ignore  the  reporting  requirement. 
The  significance  of  requiring  reports  is  that  it  pro- 
vides the  Justice  Department  with  another  means  of  ob- 
taining a  conviction .  "21/ 

D.   Revenue  Effect 

This  chapter  has  provided  data  on  financial  activity  in  the 
Caribbean  Basin.  The  topics  covered  have  included  banking,  U.S. 
direct  investment  in  the  Caribbean,  Caribbean  direct  investment 


20/  See  footnote  1  of  Table  11. 
21/  Senate  Report  91-1139,  p.  7. 
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in  the  United  States,  and  currency  flows  involving  Caribbean  per- 
sons. Chapter  IV  presents  several  examples  of  criminal  use  of 
tax  havens  which  resulted  in  the  loss  of  revenue  to  the  United 
States.  Clearly,  an  estimate  of  the  revenue  lost  as  a  result  of 
the  abuse  of  tax  havens  would  be  useful  in  evaluating  the  appro- 
priateness and  cost-effectiveness  of  various  proposals  to  curb 
such  abuse.  But  because  of  the  conceptual  and  measurement 
problems  described  in  this  section,  a  revenue  estimate  is  not 
presented  in  this  report. 

There  are  two  major  obstacles  which  must  be  overcome  in 
developing  an  estimate  of  the  revenue  loss  attributable  to  the 
use  of  tax  havens.  The  first  problem  is  conceptual  -  defining 
exactly  what  is  meant  by  "revenue  loss  attributable  to  the  use  of 
tax  havens."  The  second  problem  is  practical  -  obtaining  the 
data  required  for  computing  the  revenue  loss. 

Estimates  of  revenue  loss  are  generally  statements  of  how 
much  additional  revenue  would  be  generated  if  a  particular  provi- 
sion of  the  tax  code  were  repealed,  such  as  the  revenue  cost  of 
the  investment  credit  or  of  the  mortgage  interest  deduction.  Oc- 
casionally, the  revenue  costs  are  related  to  non-compliance  with 
existing  provisions  of  the  Code,  such  as  the  revenue  loss  associ- 
ated with  underreporting  of  interest  or  dividend  income. 

The  amount  of  revenue  loss  for  the  examples  described  above 
would  be  computed  by  comparing  collections  under  the  current  law 
(or  level  of  enforcement)  with  collections  under  some  other  set 
of  conditions  (such  as  repeal  of  the  investment  credit).  In  de- 
termining the  revenue  loss  attributable  to  the  use  of  tax  havens, 
the  question  arises  as  to  what  the  other  set  of  conditions  might 
be.  In  Chapter  II,  it  was  noted  that  for  U.S.  taxpayers,  tax  ha- 
vens, in  and  of  themselves,  do  not  generally  provide  a  U.S.  tax 
advantage.  The  U.S.  tax  advantage  generally  is  provided  only  in 
combination  with  the  U.S.  system  of  deferral  of  taxation  of  re- 
tained earnings  of  foreign  corporations,  the  U.S.  system  of  for- 
eign tax  credits,  and  any  applicable  treaty.  Yet  a  revenue 
estimate  of  the  loss  attributable  to  the  use  of  tax  havens,  de- 
ferral and  the  foreign  tax  credit  would  have  little  value  in  this 
context . 


A  similar  problem  arises  in  trying  to  assess  the  revenue  im- 
plications of  modifying  a  treaty.  For  1982,  nearly  $1  billion  of 
U.S.  interest  was  paid  to  recipients  in  the  Netherlands  Antilles 
free  of  U.S.  tax  under  the  United  States-Netherlands  Antilles  in- 
come tax  treaty.  However,  since  the  reduction  in  U.S.  tax  occurs 
in  accordance  with  U.S.  law,  there  is  an  associated  revenue  loss 
only  to  the  extent  that  such  interest  would  have  paid  a  U.S.  tax 
in  the  absence  of  the  treaty  exemption.  If  the  treaty  were  a- 
mended  to  impose  a  tax  on  interest  paid  to  the  Antilles,  there 
would  be  fewer  loans  made  through  the  Antilles.  There  may  be 
little  revenue  gain  because  of  the  existence  of  other  treaties 
exempting  interest  payments  from  tax  at  source.   Further,  if  the 
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legislative  proposal  to  repeal  the  U.S.  tax  on  certain  Eurodollar 
obligations  is  enacted,  there  may  be  additional  ways  to  engage  in 
such  transactions  free  of  tax  on  the  interest  payments. 

Nor  could  we  conclude  that  the  revenue  lost  through  the  use 
of  Caribbean  tax  havens  could  be  recovered  through  measures  aimed 
only  at  that  region.  Just  as  there  are  often  alternative 
statutory  and  treaty  provisions,  there  are  also  alternative  tax 
havens . 


Perhaps  the  clearest  loss  of  revenue  is  attributable  to 
transactions  on  which  U.S.  tax  is  being  evaded,  i.e.,  on  which 
tax  is  due  under  existing  law.  However,  much  of  that  revenue 
loss  is  probably  due  more  to  the  evasion  of  other  laws,  i.e.  to 
cases  where  income  is  not  reported  for  tax  purposes  to  conceal 
that  the  income  was  acquired  illegally. 

Even  if  a  definition  of  the  revenue  loss  attributable  to  tax 
havens  could  be  developed,  it  would  be  extremely  difficult  to 
produce  an  accurate  estimate.  Most  of  the  information  we  have 
concerning  the  use  of  tax  havens  is  indirect.  The  data  provided 
in  Chapter  III  show  that  tax  havens  have  disproportionately  large 
financial  sectors  and  that  surprising  amounts  of  funds  are  chan- 
nelled in  and  out  of  the  United  States  through  tax  havens.  Chap- 
ter IV  includes  several  examples  of  specific  tax  haven  related 
activities.  It  seems  likely  that  a  substantial  part  of  the  ac- 
tivities measured  in  Chapter  III  reflect  operations  similar  to 
those  described  in  Chapter  IV.  Moreover,  it  is  reasonable  to 
expect  that  the  use  of  tax  havens  also  reduces  the  U.S.  tax  base 
through  increased  deductions.  (For  example,  to  enjoy  the  use  of 
funds  sheltered  in  tax  havens,  U.S.  owners  may  arrange  loans  from 
their  tax  haven  entities  and  deduct  the  interest  payments  on 
their  U.S.  returns.)  However,  there  is  no  way  to  estimate  either 
the  fraction  of  such  activities  which  result  in  a  revenue  loss  to 
the  United  States  or  the  tax  consequences  of  such  activities. 
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CHAPTER  IV 
ANTI-TAX  HAVEN  ACTIVITIES 


This  Chapter  describes  the  anti-tax  haven  activities  under- 
taken by  the  Treasury  Department,  the  Internal  Revenue  Service, 
and  the  Justice  Department  to  combat  illegal  rises  of  tax  havens. 

A.   Criminal  Enforcement  Activities 

1 .   Statistical  data 

The  Internal  Revenue  Service's  criminal  investigation  func- 
tion has  identified  464  cases  for  the  period  January  1978  through 
August  1983,  containing  financial  transactions  allegedly  involv- 
ing Caribbean  Basin  countries.  The  term  "allegedly"  is  used  be- 
cause, in  some  cases,  financial  ties  to  a  Caribbean  Basin  country 
could  not  be  corroborated.  An  analysis  of  these  cases  shows 
that: 

(1)  Approximately  55  percent  involve  illegal  income  (161 
cases  involving  narcotics  traffic) .  Of  that  55  per- 
cent, 90  percent  involve  four  countries:  the  Cayman 
Islands  (29  percent)  ,  Panama  (28  percent)  ,  the  Ba- 
hamas (22  percent) ,  and  the  Netherlands  Antilles  (11 
percent) . 

(2)  The  remaining  45  percent  involve  legal  income  (91 
cases  involving  tax  shelters,  25  involving  tax  pro- 
testers) .  Of  that  45  percent,  85  percent  involve 
five  countries:  the  Cayman  Islands  (36  percent), 
the  Bahamas  (19  percent) ,  Panama  (15  percent) ,  Ber- 
muda (9  percent) ,  and  the  Turks  and  Caicos  Islands 

(6  percent)  . 

(3)  Overall,  85  percent  involve  four  countries:  the 
Cayman  Islands  (34  percent)  ,  Panama  (22  percent)  , 
the  Bahamas  (21  percent)  ,  and  the  Netherlands  Antil- 
les (8  percent) . 

The  status  of  the  464  cases  is  as  follows: 

(1)  130  are  under  active  investigation; 

(2)  in  153,  prosecution  has  been  recommended; 

(3)  in  81,  prosecution  has  been  successful  on  various 
tax  charges  including  conspiracy  and  Bank  Secrecy 
Act  violations;  and 

(4)  100  have  been  discontinued  or  declined  for  various 
reasons  (including  36  instances  because  records  from 
tax  haven  jurisdictions  were  unavailable). 
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Although  some  of  the  81  cases  in  which  prosecution 
was  successful  did  not  result  in  an  increase  in  taxable 
income,  and  detailed  information  was  not  available  for 
others,  at  least  42  of  these  cases  resulted  in  an  in- 
crease in  taxable  income.  The  average  increase  in  tax- 
able income  for  these  42  cases  is  about  $1.7  million, 
ranging  from  a  high  of  about  $10  million  to  a  low  of 
about  $20,000. 

2 .   Examples 

Perhaps  the  best  way  to  understand  how  tax  havens  work  and 
why  they  are  attractive  is  to  examine  specific  operations.  Both 
the  Gordon-  and  the  Senate  reports  provided  numerous  examples  of 
the  use  and  abuse  of  tax  havens.  The  cases  included  in  this  sec- 
tion are  simply  more  recent  examples. 

The  cases  are  grouped  into  four  broad  categories:  (1)  inter- 
national business;  (2)  tax  shelters;  (3)  tax  protesters;  and  (4) 
narcotic  and  dangerous  drug  traffic. 

(1 )   International  Business 

The  U.S.  government  successfully  prosecuted  an  in- 
ternational business  fraud  in  the  case  of  United  States 


V.  Norman  Johnson,  No.  82-405  (E.D.  La.).  Johnson  was 
chairman  of  the  board  of  directors  of  Lucey  Products 
Company,  a  firm  engaged  in  the  purchase  and  sale  of  oil 
field  pipe  and  related  equipment.  During  1974,  Johnson 
and  another  individual  used  nominees  to  organize  two 
Bermudian  corporations,  their  ownership  of  which  was 
concealed.  Lucey  Products  then  sold  equipment  to  the 
Bermudian  corporations  at  less  than  market  prices.  The 
Bermudian  corporations  resold  the  equipment  to  unrelated 
companies  at  substantially  higher  (market)  prices.  Prof- 
its from  the  sales  were  deposited  at  Bermudian,  Canadian, 
and  Cayman  Islands  banks  in  accounts  maintained  in  the 
names  of  Lucey  Products,  the  two  Bermudian  corporations, 
and  certain  fictitious  names.  The  deposited  funds  were 
subsequently  withdrawn  and  used  for  the  personal  benefit 
of  Johnson  and  the  other  individual.  Lucey  Products  did 
not  disclose  its  relationship  to  the  Bermudian  corpora- 
tions on  its  corporate  income  tax  returns.  The  Bermudian 
corporations  did  not  file  corporate  income  tax  returns  in 
the  United  States  or  any  other  country.  Neither  Johnson 
nor  the  other  individual  reported  the  profits  on  their 
individual  income  tax  returns.  In  total,  Johnson  failed 
to  report  taxable  income  of  $7,028,000  during  the  years 
1975  through  1979.  On  October  15,  1982,  Johnson  entered 
a  plea  of  guilty  to  a  single  count--conspi racy  to  defraud 
the  United  States  by  impeding  and  impairing  the  Internal 
Revenue  Service  in  the  assessment  and  collection  of  the 
revenue.  On  February  18,  1983,  Johnson  was  sentenced  to 
a  term  of  five  years  imprisonment. 
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Tremendous  profits  were  generated  upon  resale  made 
or  controlled  by  the  subsidiary  operating  in  the  United 
States  to  a  third  party  buyer  at  arm's-length  prices. 
These  profits  were  subject  to  U.S.  income  tax,  but  to 
secure  a  tax  advantage,  the  profits  were  hidden  on  the 
books  of  a  domestic  oil-trading  company  acting  on  behalf 
of  the  subsidiary  and  then  transferred  offshore  to  the 
Swiss  parent.  This  was  accomplished,  again,  through  sham 
and  artificially  priced  oil  purchase  and  sale  transac- 
tions between  the  Swiss  parent  and  the  surrogate  company 
of  the  subsidiary. 

As  a  result,  the  profits  were  not  reported  on  the 
subsidiary's  books  for  United  States  tax  purposes.  Al- 
though public  attention  has  been  focused  on  the  Swiss 
subsidiary  operating  in  the  United  States  and  its  Swiss 
parent,  two  wholly-owned  Panamanian  subsidiaries  of  the 
Swiss  parent  served  as  conduits  to  transfer  the  profits 
offshore.  Another  unrelated  series  of  transactions  cre- 
ating ficitious  losses  involved  the  Swiss  parent  and  its 
subsidiary  and  a  Bahamian  subsidiary  of  another  oil- 
trading  company. 


(2)   Tax  Shelters 

In  United  States  v.  Verland  T.  Whipple,  et  al,  CR81- 
00036-OlJ  (D.  Utah  1981),  aff'd.  No.  81-2459  (10th  Cir. 
1983),  tax  shelter  promoters  utilized  tax  haven  jurisdic- 
tions to  conceal  from  the  IRS  the  illusory  nature  of 
transactions  generating  millions  of  dollars  in  fraudulent 
tax  benefits.  When  the  Tax  Reform  Act  of  1975  eliminated 
nonrecourse  notes  in  motion  picture  investments,  Whipple, 
a  fraudulent  motion  picture  tax  shelter  promoter  since 
the  early  1970s,  devised  a  new  scheme  to  create  fraudu- 
lent recourse  notes.  Investors  in  a  limited  partnership 
contributed  cash  to  the  partnership  and  signed  a  recourse 
note  to  the  Bank  of  Canvi  Andor,  a  shell  bank  in  Andorra, 
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in  an  amount  three  to  five  times  that  of  the  cash  con- 
tribution. The  partnership  then  entered  into  a  movie 
distribution  contract  with  United  Media  Management  and 
Consultants  (UNIMAC)  ,  a  shell  movie  service  company  in 
the  Cayman  Islands,  calling  for  the  partnership  to  pay  an 
amount  which  generally  equaled  the  total  of  the  inves- 
tors' cash  and  the  promissory  notes  to  the  Bank  of  Canvi 
Andor.  The  bank  then  "loaned"  funds  generated  by  the  in- 
vestor notes  to  the  Cayman  distribution  company. 


United  States  v.  Carruth  and  Reed,  699  F.2d  1017 
(9th  Cir.  1983)  ,  is  another  example  of  a  tax  shelter 
prosecution.  Thomas  A.  Carruth  and  Jackson  L.  Reed,  as 
promoters  of  numerous  cattle-breeding  limited  partner- 
ships, prom.ised  at  least  450  investors  a  legal  tax  deduc- 
tion in  excess  of  cash  invested  each  year.  Leverage  for 
the  promised  deduction,  from  the  purchase  of  cattle  feed, 
allegedly  came  from  loans  made  by  a  Canadian  corporation 
owned  and  controlled  by  Reed. 

In  fact,  no  loans  existed  and  the  transactions  giv- 
ing rise  to  deductions  by  119  limited  partnerships  were 
nothing  more  than  a  "check  circle."  The  "lender"  wrote 
checks  on  a  given  date  to  the  limited  partnerships.  On 
that  same  day  the  partnerships,  all  of  which  maintained 
accounts  at  the  same  Canadian  bank  as  the  "lender,"  wrote 
checks  to  a  cattle  feed  company  in  the  same  aggregate  a- 
mount  as  the  aggregate  amount  of  the  "loan"  checks.  The 
cattle  feeder  also  wrote  a  check  in  the  equivalent  aggre- 
gate amount  to  the  "lender."  No  money  changed  hands,  yet 
substantial  documentation  was  generated  to  prove  nonexis- 
tent loans  and  cattle  feed  purchases.  This  procedure  oc- 
curred on  21  separate  occasions  and  created  deductions  in 
excess  of  $10  million.  The  investors'  cash  was  siphoned 
off  by  the  promoters.  Carruth  deposited  his  in  Mexican 
and  Bermudian  bank  accounts.  Bank  statements  of  these 
accounts  were  secured  and  admitted  into  evidence  during 
the  trial.  Both  defendants  were  convicted  of  conspiracy 
to  defraud  the  United  States. 
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Tax  Protest 


However,  through  a  series  of  transactions  involving 
the  trusts,  all  or  a  significant  portion  of  the  amount 
claimed  as  a  deduction  was  returned  to  the  purchaser  as  a 
"gift"  or  "loan."  Thus,  the  taxpayer's  actual  expendi- 
ture was  entirely  fictitious  or,  at  best,  less  than  the 
amount  claimed  as  a  deduction  on  his  income  tax  return. 
The  scheme,  in  existence  from  May,  1976,  to  January, 
1980,  is  conservatively  estimated  to  have  sold  at  least 
700  packages  nationwide,  which  resulted  in  at  least  $7 
million  in  unreported  tax  liability. 


In  January,  1982,  the  defendants  were  convicted  of 
conspiracy  to  defraud  the  United  States  by  impeding  and 
impairing  the  IRS  in  the  assessment  and  collection  of  the 
revenue  as  well  as  of  aiding  and  assisting  in  the  prepa- 
ration of  false  individual  income  tax  returns.  In 
August,  1983,  in  a  two-to-one  decision  which  may  have 
significant  adverse  impact  on  the  government's  tax  en- 
forcement program,  the  Ninth  Circuit  Court  of  Appeals 
reversed  the  convictions,  holding  that  the  evidence  was 
insufficient  to  sustain  them.  Focusing  on  the  validity 
of  foreign  trusts  rather  than  on  the  sham  transactions  in 
which  the  trusts  were  involved,  the  majority  stated  that, 
as  it  was  "convinced  that  the  legality  of  the  tax  shelter 
program  advocated  by  the  appellants  was  completely  un- 
settled by  any  clearly  relevant  precedent  on  the  dates 
alleged  in  the  indictment,"  the  defendants  lacked  the  re- 
quisite knowledge  to  violate  the  law.  The  majority  also 
held  that  the  First  Amendment  of  the  United  States  Con- 
stitution protected  the  defendants'  activities.  In  a 
strongly  worded  dissent.  Judge  Goodwin  stated  that  the 
law  governing  the  types  of  transactions  involved  in  the 
instant  case  was  well  settled  and  that  the  defendants' 
actions  demonstrated  specific  awareness  of  the  illegality 
of  the  conduct.  He  further  noted  that  no  violation  of 
First  Amendment  protected  speech  or  association  occurs 
where  the  communications  involved  are  part  of  a  conspir- 
acy to  commit  unlawful  acts.  The  United  States  is  con- 
sidering a  petition  for  a  writ  of  certiorari. 
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In  United  States  v.  Anderson^  et  al,  CR83-013  (D. 
Wyo . ) 22/,  a  grand  jury  on  February  24,  1983,  indicted  the 
defendants,  including  the  First  Colonial  Trust,  Ltd.,  a 
financial  institution  organized  under  the  laws  of  the 
Turks  and  Caicos  Islands,  for  conspiracy  to  defraud  the 
United  States  by  impeding  and  impairing  the  IRS  and  for 
other  tax  crimes.  The  indictment  alleges  that  the  defen- 
dants promoted  and  sold  so-called  "common  law  trusts"  to 
various  individuals  for  substantial  fees  ranging  from 
$750  to  $20,000.  The  trust  package  purchasers  were  pro- 
vided with  preprinted  forms  for  setting  up  common  law 
trusts  in  the  United  States  and  the  Turks  and  Caicos 
Islands . 

The  purchaser,  upon  the  advice  and  counsel  of  one  or 
more  of  the  defendants,  then  entered  into  a  series  of 
transactions  designed  to  assign  income  or  to  transfer 
personal  and  business  assets  to  the  trust.  The  purchaser 
was  able  to  maintain  control  over  the  income  thus  as- 
signed or  the  assets  thus  transferred,  and  exercise  that 
control  in  an  atmosphere  of  secrecy,  because  the  "inde- 
pendent" trustee,  defendant  First  Colonial  Trust,  was  a 
foreign  entity  which  operated  pursuant  to  the  purchaser's 
instructions.  In  fact,  the  purchaser  held  the  trustee's 
undated  presigned  resignation  letter  to  insure  that  the 
purchaser  could  regain  complete  title  and  control  at  any 
time.  On  October  20,  1983,  U.S.  District  Judge  John  L. 
Kane,  Jr.,  dismissed  the  indictment  after  finding  that 
the  government's  actions  during  the  grand  jury's  investi- 
gation "obfuscated  the  important  constitutional  distinc- 
tion between  prosecutor,  law  enforcement  investigator, 
and  grand  jury"  and,  thus,  impaired  the  independent  judg- 
ment of  the  grand  jury.  On  November  17,  1983,  the  United 
States  filed  a  Protective  Notice  of  Appeal. 

(4 )   Narcotics  and  Dangerous  Drugs 

The  government  prosecuted  a  major  narcotics  traf- 
ficker in  the  case  of  United  States  v.  John  English, 
MCR82-00215  (N.D.  Fla.).  On  October  5,  1983,  the  defen- 
dant pled  guilty  to  a  single  count  of  attempting  to  evade 
$161,233  in  U.S.  income  tax  liability  for  1978  as  well  as 
to  a  controlled  substance  charge.  The  investigation  re- 
vealed that  the  defendant  laundered  substantial  amounts 
of  narcotics-related  income  through  property  acquisitions 
in  Jamaica  and  the  Bahamas.  As  part  of  his  plea  agree- 
ment, the  defendant  agreed  to  forfeit  $1.2  million  in 
assets  to  the  Government. 


22/  This  case  has  been  dismissed;  further  action  is  under  consid- 
eration. 
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In  the  case  of  United  States  v.  Ryals,  et  al ,  No. 
83-60-CR-J-16  (N.D.  Fla.),  the  defendants  conducted  a 
marijuana  farming  operation  and  controlled  sale  and  dis- 
tribution of  the  crops  therefrom.  Significant  revenues 
were  generated  during  1975  through  1979.  To  conceal  the 
source  of  his  funds,  defendant  Ryals  formed  a  U.S.  corpo- 
ration. Solar  Energy  Products,  Inc.  This  entity  operated 
as  a  legitimate,  ongoing  business.  Thereafter,  he  formed 
a  Cayman  Island  corporation  called  Solar  Energy  Products, 
Ltd.  This  entity  was  a  shell  corporation,  the  sole  func- 
tion of  which  was  to  launder  money.  Drug  money  was  fun- 
neled  through  the  shell  corporation  and  returned  to  the 
U.S.  corporation  or  directly  to  the  defendant  as  business 
payments  and  loans  in  sufficient  amounts  to  cover  the 
substantial  amounts  of  currency  the  defendant  had  earned 
during  1975  through  1979.  During  September  and  October, 
1983,  all  defendants  save  one  entered  pleas  of  guilty  to 
various  tax  and  narcotics  violation  charges. 

B.   Civil  Enforcement  Activities 

This  section  provides  brief  descriptions  of  current  anti-tax 
haven  activities  of  the  Treasury  Department. 

1 .   Legislative  initiatives 

The  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982  (TEFRA) 
made  a  number  of  changes  to  the  Internal  Revenue  Code  designed  to 
improve  taxpayer  compliance.  The  addition  of  section  982  and 
6038a  and  modification  of  section  6038  may  affect  persons  who  use 
tax  havens. 

As  noted  earlier  in  this  report,  the  proper  administration  of 
the  tax  law  often  requires  that  the  IRS  have  access  to  books  and 
records  which  are  not  always  available.  To  discourage  taxpayers 
from  delaying  or  refusing  disclosure  of  certain  foreign-based  in- 
formation to  the  IRS,  section  982  was  added  to  the  Internal  Reve- 
nue Code.  This  section  creates  a  new  document  called  a  "Formal 
Document  Request."  Taxpayers  must  respond  to  a  Formal  Document 
Request  within  90  days,  unless  reasonable  cause  is  established, 
or  the  documentation  cannot  be  introduced  into  any  subsequent 
civil  court  proceedings. 


Section  6038  of  the  Code  requires  that  a  U.S.  taxpayer  that 
owns,  directly  or  indirectly,  50  percent  or  more  of  a  foreign 
corporation  report  certain  transactions  that  the  foreign  corpo- 
ration has  with  the  taxpayer  (as  well  as  transactions  that  the 
foreign  corporation  has  with  corporations  controlled  by  the  tax- 
payer, or  any  U.S.  person  owning  10  percent  or  more  of  the  stock 
of  the  foreign  corporation).  The  transactions  reported  include 
sales  and  purchases  of  stock  in  trade,  purchases  of  property 
rights  (including  patents,  trademarks,  etc.),  and  receipts  from 
and  payments  of  compensation,  commissions,  rents,  royalties, 
license  fees,  dividends,   interest  and  premiums  for  insurance. 
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Under  prior  law,  the  sole  civil  penalty  for  failure  to  furnish 
any  required  information  was  a  10-percent  reduction  of  the  U.S. 
person's  creditable  foreign  taxes.  Under  this  penalty,  addition- 
al 5-percent  reductions  were  provided  if  the  failure  to  furnish 
information  continued  90  days  or  more  after  notice  to  the  U.S. 
person  required  to  furnish  the  information. 

Despite  concern  about  inadequate  reporting  with  respect  to 
controlled  foreign  corporations,  penalties  generally  were  not  im- 
posed. In  part,  this  was  because  the  penalty  was  complicated. 
It  also  may  have  been  unduly  harsh  in  some  cases,  because  a  tax- 
payer could  incur  a  substantial  penalty  for  a  minor  failure.  A 
penalty  reducing  creditable  foreign  taxes  obviously  has  no  effect 
if  the  U.S.  person  required  to  report  paid  no  foreign  income 
taxes  during  the  year  in  question.  TEFRA  expanded  the  penalties 
by  adding  a  fixed-dollar  penalty  for  failure  to  furnish  informa- 
tion under  section  6038.  The  penalty  is  $1,000  for  each  failure 
to  furnish  information.  If  the  failure  continues  for  more  than 
90  days  after  notification,  there  are  additional  $1 , 000-penalties 
for  each  30-day  period  (or  fraction  thereof)  with  a  maximum  for 
any  one  annual  accounting  period  of  any  one  controlled  foreign 
corporation  of  $25,000. 

Section  6038A  of  the  Code,  also  added  by  TEFRA,  requires  do- 
mestic corporations  and  foreign  corporations  engaged  in  a  trade 
or  business  in  the  United  States  that  are  controlled  by  a  foreign 
person  to  provide  information  with  respect  to  transactions  with  a 
foreign  corporation  that  is  under  common  control  with  the  tax- 
payer. Though  regulations  have  not  been  promulgated  under  sec- 
tion 6038A,  it  is  probable  that  the  same  kinds  of  transactions 
that  must  be  reported  under  section  6038,  described  above,  will 
have  to  be  reported  under  section  6038A.  This  requirement  also 
imposes  penalties  for  violation  of  this  new  reporting  requirement 
that  are  similar  to  the  new  supplemental  penalties  in  section 
6038. 

Other  legislative  changes  relate  to  tax  treaty  policy  and  en- 
forcement. Section  342  of  TEFRA  directs  the  Treasury  Department 
to  consider  methods  of  reducing  abuse  of  tax  treaty  benefits. 
The  Caribbean  Basin  Initiative  legislation  seeks  to  encourage  the 
negotiation  of  exchange  of  information  agreements.  These  issues 
are  discussed  in  section  D  of  this  Chapter. 

2.   International  examinations 


a .   Identification  of  potential  tax  haven  activity 

The  IRS  has  recognized  the  serious  problems  of  tax  avoid- 
ance and  evasion  through  transactions  involving  tax  havens.  Each 
year  the  Service's  Assistant  Commissioner  (Examination)  issues 
examination  program  guidelines,  known  as  the  Examination  Program 
Letter,  to  highlight  those  areas  most  in  need  of  attention  and 
emphasis.  In  fiscal  years  1983  and  1984,  identification  and 
examination  of  returns  filed  by  taxpayers  using  tax  havens  have 
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been  treated  as  top  priorities  in  the  Examination  Program  Letter 
and,  as  such,  have  received  special  emphasis  in  examination 
act ivi  ties . 

Changes  have  been  made  to  Internal  Revenue  Manual  procedures 
to  emphasize  the  identification  and  classification  for  examina- 
tion of  returns  with  potential  tax  haven  activity.  All  returns 
with  potential  tax  haven  activity  are  screened  by  international 
examiners,  who  have  extensive  training  and  experience  in  interna- 
tional taxation,  and  the  acceptance  without  examination  of  any  of 
these  returns  requires  management  authorization. 

b.   Increased  resources  for  examination 

The  Assistant  Regional  Commissioners  (Examination)  have  been 
authorized  to  increase  their  staffing  of  international  examiners 
from  237  to  326.  The  number  of  key  districts  for  international 
examiners  has  been  increased  to  16  with  the  recent  addition  of 
Boston,  Philadelphia,  Atlanta,  and  Oklahoma  City. 

IRS  agents  have  also  received  increased  training  to  assist 
them  in  identifying  and  understanding  various  methods  used  by 
taxpayers  to  avoid  or  evade  taxes  by  using  tax  havens.  This 
training  has  not  been  limited  to  international  examiners,  but  has 
been  provided  to  all  agents  in  both  specialized  and  general  pro- 
gram groups.  In  addition,  seminars  in  international  tax  law  have 
been  conducted  for  IRS  executives,  with  emphasis  on  tax  havens. 

3 .   Special  examinations 

Examination  has  initiated  a  project  involving  the  Currency 
Transaction  Report  (CTR)  and  the  Report  of  International  Trans- 
portation of  Currency  or  Monetary  Instrument  (CMIR)  files  con- 
tained within  the  Treasury  Enforcement  Communications  System 
(TECS)  data  base  to: 

o  Gather  and  analyze  information  for  the  purpose  of 
identifying  taxpayers  involved  in  large  currency 
transactions,  and  taxpayers  transporting  currency 
from  tax  haven  countries;  and 

o  Disseminate  the  information  analyzed  to  the  field 
for  the  initiation  of  civil  examinations. 

Since  1980,  CTRs  have  been  included  in  two  IRS  programs  where 
the  documents  are  matched  with  income  tax  returns.  These  docu- 
ments are  then  used  in  a  screening  program  for  selecting  returns 
for  examination.  Based  on  experience  to  date,  the  IRS  has  taken 
the  following  actions  to  improve  the  CTR  screening  program: 

o  A  program  change  was  made,  effective  January  1, 
1983,  which  will  identify  the  actual  owner  of 
funds  involved  in  the  transaction  reported  on  the 
CTR.  Previously,  couriers  carrying  out  the  trans- 
action were  identified  as  the  owner. 
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o  A  system  is  being  developed  to  screen  and  classify 
CTR  transcripts  which  cannot  be  matched  with  tax 
returns,  in  an  effort  to  identify  individuals  who 
have  a  requirement  to  file  an  income  tax  return 
but  have  not  done  so. 

4 .   Tax  haven  information  book 

In  February  of  1982,  the  IRS  issued  its  "Tax  Haven  Informa- 
tion Book"  (Document  6743),  which  detailed  the  information  avail- 
able about  some  30  tax  haven  countries.  Copies  of  the  book  were 
provided  to  IRS  agents  in  the  field,  as  well  as  other  concerned 
federal  agencies,  for  their  use.  The  book  proved  to  be  such  a 
valuable  reference  tool  that  a  new,  expanded  edition  is  being 
prepared  for  issuance  by  the  end  of  this  year.  The  new  edition 
will  include  more  information  on  more  countries  than  the  previous 
version. 

C.   Information-Gathering  Task  Force 

In  response  to  the  ever-increasing  and  difficult  problems  en- 
countered by  the  IRS  in  dealing  with  the  use  of  tax  haven  finan- 
cial institutions  and  business  entities  by  U.S.  taxpayers,  the 
Criminal  Investigation  and  Examination  functions  formed  a  joint 
information-gathering  project  in  May  1983  which  has  been  desig- 
nated "Project  Tax  Havens  -  Offshore  Banks."  The  objective  of 
the  Project  is  to  identify  U.S.  taxpayers  who  are  utilizing  the 
facilities  of  tax  haven  countries  to  establish  business  entities 
and  bank  accounts  which  are  protected  by  stringent  foreign  secre- 
cy laws  and  are  using  these  vehicles  for  the  purpose  of  evading 
income  tax.   The  Project  is  planned  as  a  three-phase  operation. 

The  initial,  and  current  stage,  is  the  identification  and  ac- 
quisition of  as  much  information  and  documentation  as  possible 
from  the  widest  variety  of  sources  which  will  contribute  to  the 
identification  of  potential  tax  evaders.  From  within  IRS,  numer- 
ous documents,  returns,  files  and  computer  tapes  which  contain 
information  that  will  assist  in  identifying  individuals  and  cor- 
porate taxpayers  of  interest  to  the  Project  have  been  located. 
Contacts  with  other  governmental  agencies  have  also  produced  a 
great  deal  of  potentially  useful  information. 

Once  all  available  intelligence  has  been  gathered,  it  will  be 
formatted  for  maximum  computer  applications.  The  information 
will  then  be  reviewed,  analyzed,  and  matched  for  the  identifica- 
tion of  potential  targets  for  investigation  and  examination.  All 
identifications  of  interest  will  be  cross-checked  on  existing  law 
enforcement  and  other  computerized  information  systems. 

The  final  phase  of  the  Project's  effort  will  be  the  prepara- 
tion of  referrals  of  information  "packages"  containing  comprehen- 
sive and  substantive  leads  of  potential  tax  violations  to  field 
offices  for  possible  criminal  investigations  or  civil  examina- 
tions . 
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D.   Tax  Treaty  Policy 


In  addition  to  these  extensive  enforcement  activities  of  the 
IRS,  the  Treasury  Department  has  been  dealing  with  the  problem  of 
tax  haven  abuses,  in  the  Caribbean  and  elsewhere,  through  its  tax 
treaty  policy. 

1 .   General  U.S.  tax  treaty  policy  in  regard  to  tax  havens 

Tax  treaties  are  mechanisms  for  dividing  taxes  on  interna- 
tional transactions  between  two  countries  that  have  authority  to 
tax:  the  country  of  the  source  of  the  income  and  the  country  of 
residence  of  the  recipient.  As  the  official  titles  of  U.S.  tax 
treaties  state,  treaties  are  intended  (a)  to  prevent  double  taxa- 
tion and  (b)  to  prevent  avoidance  and  evasion  of  the  tax  of  the 
two  countries. 


An  income  tax  treaty  is  a  contract  between  two  countries  and 
is  designed  to  restrict  benefits  to  the  residents  of  those  two 
countries.  The  objective  is  to  exclude  residents  of  third  coun- 
tries from  treaty  benefits.  This  basic  purpose  is  implemented  in 
the  tax  treaty  policy  of  the  United  States  by  the  use  of  provi- 
sions to  combat  "treaty  shopping." 

Treaty  shopping,  in  essence,  is  the  ability  of  residents  of 
countries  other  than  the  countries  that  are  parties  to  the  treaty 
to  derive  treaty  benefits  (such  as  rate  reductions  on  passive 
income)  by  channeling  investments  through  entities  in  a  treaty 
j  ur isd  iction . 

It  is  Treasury  Department  policy  not  to  enter  into  new  trea- 
ties which  permit  the  unwarranted  granting  of  benefits  to  resi- 
dents of  third  countries  and,  as  appropriate,  to  renegotiate,  or, 
if  necessary,  to  terminate,  existing  treaties  to  accomplish  this 
objective.  Limitation  of  benefits  provisions  (which  define  the 
permissible  classes  of  treaty  beneficiaries)  are  employed  wher- 
ever necessary,  and  in  the  form  appropriate  to  the  circumstances, 
to  ensure  that  U.S.  policy  goals  are  met  by  limiting  the  exten- 
sion of  benefits  in  U.S.  tax  treaties.  This  policy  cannot  be 
applied  inflexibly.  In  view  of  the  wide  range  of  international 
economic  relationships  and  the  diversity  of  foreign  tax  systems, 
there  is  no  single  model  limitation  of  benefits  provision;  each 
treaty  relationship  is  approached  separately. 

The  limitation  of  benefits  policy  has  several  objectives. 
First,  curtailment  of  "treaty  shopping."  Treaty  shopping  results 
in  tax  avoidance  because  treaty  benefits  are  obtained  by  unin- 
tended beneficiaries  who  do  not  reside  in  a  treaty  country,  but 
channel  their  investment  through  entities  formed  in  such  a 
country. 

Second,  expansion  and  improvement  of  the  U.S.  tax  treaty  net- 
work. Use  of  treaties  by  third-country  residents  makes  it  more 
difficult  for  the  United  States  to  conclude  treaties  directly 
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with  those  third  countries.  If  residents  of  these  countries  can 
enjoy  U.S.  treaty  benefits  by  the  simple  and  inexpensive  expe- 
dient of  establishing  an  entity  in  an  appropriate  U.S.  treaty 
partner  jurisdiction,  their  countries  of  residence  have  little 
incentive  to  enter  into  treaties  with  the  United  States.  Since 
such  treaties  would  reduce  foreign  taxes  on  U.S.  taxpayers,  the 
result  is  higher  taxes  abroad  for  U.S.  businesses.  The  same 
issue  arises  with  respect  to  existing  treaty  partners.  If,  for 
example,  there  is  a  15-percent  withholding  tax  on  interest  in  an 
existing  treaty,  which  the  United  States  would  like  to  reduce, 
reciprocally,  to  zero,  that  country  is  under  little  pressure  to 
agree  to  such  a  change  if  its  residents  can  receive  a  zero  U.S. 
tax  rate  by  investing  in  the  United  States  through  an  entity 
formed  in  another  jurisdiction  which  has  entered  into  a  treaty 
with  the  United  States. 

Third,  adherence  to  the  letter  and  spirit  of  the  law.  Use  of 
tax  treaties  by  third-country  residents  violates  the  coherence  of 
the  Internal  Revenue  Code.  For  example,  the  Code  provides  for  a 
30-percent  tax  to  be  imposed  on  payments  of  U.S. -source  passive 
income  to  foreign  persons,  except  where  a  tax  treaty  provides  for 
a  reduced  rate  on  a  reciprocal  basis.  If  any  foreign  investor 
can  avoid  that  tax  by  interposing  a  treaty-protected  entity,  then 
that  treaty  has,  in  effect,  replaced  U.S.  internal  law.  Such  a 
process  erodes  confidence  in  the  integrity  of  the  U.S.  tax  sys- 
tem. If  Congress  wishes  unilaterally  to  repeal  or  modify  the 
present  statutory  tax,  that  should  be  done  explicitly,  by  both 
houses  of  Congress,  and  not  by  improper  use  of  a  tax  treaty. 

2.   U.S.  tax  treaty  policy  with  respect  to  Caribbean  tax 
havens 

The  potential  for  abuse  of  tax  treaties  is  a  matter  of  con- 
cern; however,  the  degree  of  concern  varies  significantly  from 
treaty  to  treaty.  In  negotiating  a  treaty  with  a  country  that 
has  a  high  effective  rate  of  tax  on  the  income  of  its  residents 
and  that  has  withholding  taxes  on  payments  to  nonresidents  (i.e., 
generally  a  non-tax  haven) ,  the  Treasury  has  considerably  less 
concern  than  it  would  have  in  a  treaty  with  a  country  that  im- 
poses a  low  effective  tax  burden  on  its  residents  (or  on  certain 
classes  of  residents  or  income,  such  as  resident  entities  that  do 
business  offshore  or  certain  dividend  income  from  subsidiaries) 
and  that  has  no  withholding  taxes  on  payments  of  income  to  non- 
residents. The  latter  case  exemplifies  a  tax  haven  treaty  part- 
ner. 


While  the  United  States  would  not  presently  enter  into  a  new 
treaty  relationship  with  a  tax  haven,  unless  the  potential  for 
abuse  was  significantly  proscribed  and  substantial  real  economic 
relations  exist  between  the  United  States  and  that  country,  it 
has  or  has  had  tax  treaties  with  several  Caribbean  jurisdictions 
that  are  generally  acknowledged  to  be  tax  havens.  This  results 
largely  from  historical  accident;  during  the  1950s,  U.S.  tax 
treaties  with  several  European  partners  were  extended  to  a  number 
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of  overseas  dependencies  of  the  European  countries.  Some  of 
these  Caribbean  jurisdictions  have  become  tax  havens  and  have 
been  exploiting  their  tax  treaties  with  the  United  States. 

There  are  several  options  available  in  dealing  with  existing 
tax  haven  treaties.  The  United  States  can  renegotiate  these 
treaties  to  eliminate  the  potential  for  abuse;  it  can  terminate 
the  treaties  and  not  replace  them;  or  it  can  terminate  the  trea- 
ties and  seek  to  negotiate  a  new  treaty  on  satisfactory  terms. 
The  Treasury  has  taken,  or  is  prepared  to  take,  each  of  these 
approaches,  as  appropriate,  in  individual  cases. 

In  early  1981,  a  new  treaty  was  signed  with  the  British 
Virgin  Islands  (BVI)  to  replace  the  extension  of  the  U.S. -U.K. 
treaty  to  the  BVI,  which  treaty  was  becoming  increasingly  subject 
to  abuse.  On  reflection,  the  present  Administration  determined 
that  the  new  treaty,  while  reducing  the  opportunity  for  abuse  by 
third-country  residents,  remained  susceptible  to  a  continuing  and 
not  insignificant  level  of  potential  abuse,  and  should,  there- 
fore, not  enter  into  force  without  amendment.  The  ensuing 
efforts  to  renegotiate  that  treaty  to  insert  a  sufficiently  re- 
strictive limitation  on  benefits  provision  were  not  successful. 
The  negotiations  were  suspended  and  the  existing  treaty,  which 
had  remained  in  force,  was  terminated  as  of  January  1,  1983. 

On  July  1,  1983,  the  Treasury  announced  that  notices  of  ter- 
mination had  been  sent  to  a  number  of  jurisdictions  to  which  the 
U.K.  and  Belgian  treaties  had  been  extended,  including  nine  U.K. 
extension  treaties  in  the  Caribbean  Basin  area . 23/  These  termi- 
nations will  be  effective  as  of  January  1,  1984.  Several  of 
these  jurisdictions  are  tax  havens  which  were  exploiting  third- 
country  use  of  their  treaties  with  the  United  States.  In  those 
cases  where  it  is  judged  appropriate  to  do  so,  the  United  States 
is  prepared  to  enter  into  negotiations  with  these  jurisdictions 
on  new  treaties  which  would,  at  the  same  time,  more  adequately 
reflect  those  countries  economic  relationships  with  the  United 
States,  and  insure  against  abuse  of  the  treaty. 

Yet  another  approach  has  been  taken  with  the  Netherlands  An- 
tilles. Negotiations  have  been  ongoing  for  several  years  on  a 
new  treaty  which  would  deal  with  most  forms  of  third-country  use 
of  the  treaty.  The  present  treaty  has  remained  in  force  while 
the  negotiations  have  proceeded.  It  is  the  intention  of  the 
Treasury  Department  that  the  United  States  will  have  no  tax 
treaties  in  force  with  Caribbean  tax  havens  that  are  subject  to 
abuse. 

To  assure  both  that  the  benefits  of  U.S.  tax  treaties  are  re- 
ceived only  by  persons  properly  entitled  to  them,  and  that  the 
IRS  has  the  information  necessary  to  enforce  U.S.  tax  laws  with 


23/  Anguilla,  Barbados,  Belize,  Dominica,  Grenada,  Montserrat, 
St.  Christopher-Nevis,  St.  Lucia,  St.  Vincent,  and  the  Grena- 
dines . 
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respect  to  any  transactions  which  may  take  place  within  the 
jurisdiction  of  a  tax  haven  treaty  partner,  any  such  treaties  as 
may  exist  will  have  comprehensive  exchange  of  information  provi- 
sions . 

3.   Legislative  initiatives  pertaining  to  tax  treaty  policy 

a .  Prevention  of  abuse  of  tax  treaty  benefits 

Under  present  law,  a  recipient  of  U.S.  source  dividends  who 
has  an  address  in  a  country  with  which  the  United  States  has  a 
tax  treaty  which  provides  for  a  rate  reduction  with  respect  to 
such  income  will,  with  limited  exceptions,  be  presumed  to  be  a 
resident  of  such  country  for  purpose  obtaining  reduced  rates  of 
tax  on  such  dividends.   With  respect  to  interest  and  other  types 
of  fixed  or  determinable  passive  income,  a  foreign  taxpayer  may 
obtain  a  rate  reduction  by  certifying  his  eligibility  for  treaty 
benefits  to  the  withholding  agent.   Both  of  the  methods  of  ob- 
taining reduced  rates  of  tax  under  a  treaty  are  subject  to  abuse, 
and  particularly  so  with  regard  to  payments  to  residents  or  ad- 
dressees in  tax  haven  treaty  partners. 

Section  342  of  the  Tax  Equity  and  Fiscal  Responsibility  Act 
of  1982  ("TEFRA")  was  enacted  in  response  to  concerns  regarding 
such  abuse.  Section  342  directs  that  procedures  be  designed  to 
prevent  the  kind  of  abuse  that  occurs  through  the  improper  use  of 
nominees  and  other  conduits  that  pass  U.S.  source  income  through 
to  a  person  who  is  not  a  bona  fide  resident  of  the  treaty  coun- 
try. 

A  number  of  alternatives  to  the  present  enforcement  system 
are  available,  including  the  adoption  of  a  refund  system  of  with- 
holding tax  on  passive  income.   A  refund  system  would  require 
withholding  agents  to  withhold  U.S.  tax  at  the  statutory  30- 
percent  rate  on  all  U.S.  source  fixed  or  determinable  passive 
income  paid  to  foreign  persons,  regardless  of  the  potential  ap- 
plication of  a  treaty  provision  reducing  the  30-percent  rate  or 
eliminating  the  tax  altogether.   The  foreign  recipient  who  claims 
treaty  benefits  would  then  be  required  to  file  a  claim  for  a  re- 
fund on  an  annual  tax  return.   Supportive  documentation  would  be 
required.   Another  approach,  the  "certification  system",  would 
require  the  foreign  recipient  to  file  a  certificate  of  residence 
furnished  by  the  competent  authority  of  the  country  whose  treaty 
benefits  are  being  sought.   Pursuant  to  the  mandate  of  section 
342,  the  Treasury  is  considering  such  stricter  procedures. 

b.  Requirements  for  exchange  of  information  agreements 

Prevention  of  tax  avoidance  and  evasion  is  a  basic  goal  of 
tax  treaties;  therefore,  exchange  of  information  provisions  are 
an  important  part  of  tax  treaty  policy.   The  CBI  legislation  con- 
tains provisions  designed  to  foster  negotiation  of  executive 
agreements  for  the  exchange  of  information  with  the  countries  of 
the  Caribbean  Basin. 
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24/  The  "North  American  Area"  means  the  United  States,  its  pos- 
sessions, Canada,  Mexico,  and  the  Trust  Territory  of  the 
Pacific  Islands. 
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to  bank  secrecy  and  nondisclosure  of  the  ownership  of  bearer 
shares  would  continue  to  be  required  with  respect  to  all  criminal 
tax  cases.   In  addition,  all  information  relevant  to  tax  matters' 
not  subject  to  financial  nondisclosure  provisions  would  continue 
to  be  required  to  be  supplied. 


4 .   Other  tax  treaty  policy  activities 

The  United  States,  through  Treasury  Department  representa- 
tives, has  taken  a  lead  role  in  work-in-process  in  the  Organiza- 
tion for  Economic  Cooperation  and  Development  (OECD)  which  bears 
on  the  use  and  abuse  of  tax  havens,  in  the  Caribbean  and  else- 
where. Working  parties  of  the  Committee  on  Fiscal  Affairs  of  the 
OECD  have  been  studying  tax  haven  problems  generally,  and,  more 
specifically,  abuse  of  tax  treaties  with  tax  havens.  Reports  on 
these  subjects  are  now  in  preparation  with  substantial  U.S.  con- 
tributions. The  Committee  has  also  been  doing  extensive  work  on 
the  exchange  of  information  under  tax  treaties  which,  while  not 
specifically  related  to  tax  havens,  clearly  bears  on  efforts  to 
curb  their  use.  Similar  work  on  combatting  tax  haven  abuse  has 
occurred  in  the  Group  of  Four  (France,  Germany,  the  United  King- 
dom, and  the  United  States)  and  the  Pacific  Association  of  Tax 
Administrators  (Australia,  Canada,  Japan,  and  the  United  States.) 
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CHAPTER  V 

SUMMARY  AND  CONCLUSIONS 


A.  Purpose  of  the  Report 

The  Caribbean  Basin  Economic  Recovery  Act  requires  that  the 
Secretary  of  the  Treasury  (1)  indicate  the  level  of  use  of  Carib- 
bean Basin  tax  havens  to  evade  or  avoid  Federal  taxes,  and  the 
effect  on  Federal  revenues  of  such  use;  (2)  provide  available  in- 
formation on  any  relationship  between  such  use  and  other  (i.e., 
non-tax)  criminal  use,  including  drug  trafficking;  and  (3)  des- 
cribe current  anti-tax  haven  enforcement  activities  of  the 
Treasury  Department. 

B .  Level  of  Use  of  Caribbean  Basin  Tax  Haven  Countries  and 
Effect  on  Federal  Revenues 

Chapter  III  provides  information  on  banking,  investment  and 
income  flows,  and  currency  flows.  This  information  provides  some 
indication  of  the  level  of  use  of  tax  havens  for  the  kinds  of  ac- 
tivities measured.  However,  it  is  not  possible  at  this  level  of 
aggregation  to  separate  tax  haven  transactions  designed  to  avoid 
or  evade  U.S.  taxes  from  transactions  which  have  no  tax  effect. 

One  of  the  primary  characteristics  of  many  tax  havens  is  a 
disproportionately  large  banking  sector.  One  measure  of  the  con- 
centration of  foreign  financial  activity  is  the  ratio  of  foreign 
asset  holdings  of  deposit  banks  to  foreign  merchandise  trade.  In 
1982,  the  foreign  assets  of  banks  in  Bermuda,  the  Cayman  Islands, 
and  Panama  were  sufficient  to  finance  more  than  100  times  those 
countries'  merchandise  exports  and  in  the  Bahamas  the  ratio  was 
over  36.  Developing  countries  (other  than  oil  producing  coun- 
tries) maintained  foreign  assets  equal  to  only  1.73  times  their 
merchandise  exports.  Converting  those  ratios  into  dollar  figures 
implies  that  the  Bahamas,  the  Cayman  Islands,  and  Panama  held  at 
least  $300  billion  of  foreign  assets  in  excess  of  their  foreign 
trade  requirements  in  1982. 

The  level  of  offshore  banking  in  the  Carribean  Basin  coun- 
tries rose  sharply  during  the  period  1978-82.  Claims  of  Carib- 
bean banks  (including  branches  of  foreign  banks)  on  nonresidents 
rose  from  $178  billion  in  1978  to  $318  billion  in  1982.  Liabil- 
ities to  nonresidents  rose  from  $178  billion  to  $315  billion. 
Similarly,  assets  of  branches  of  U.S.  banks  located  in  the  Baha- 
mas, the  Cayman  Islands,  and  Panama  increased  from  $97  billion  in 
1978  to  $151  billion  in  1982. 

Direct  investment  by  U.S.  persons  in  Caribbean  Basin  tax  ha- 
vens other  than  the  Netherlands  Antilles  increased  from  about  $14 
billion  in  1978  to  $20  billion  in  1982.  This  increase  is  compara- 
ble to  the  increase  in  U.S.  direct  investment  in  non-Caribbean 
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Basin  countries.  However,  during  the  same  period,  net  U.S.  bor- 
rowing from  affiliates  in  the  Netherlands  Antilles  increased  from 
roughly  $1  billion  to  $16  billion. 

The  U.S.  income  of  residents  of  the  Netherlands  Antilles  re- 
ported on  IRS  Form  1042S  increased  from  $191  million  in  1978  to 
$1,400  million  in  1981.  The  U.S.  income  of  residents  of  other 
Caribbean  Basin  countries  more  than  doubled  during  this  period, 
but  these  increases  were  comparable  to  the  worldwide  increase  of 
215  percent  for  the  1978-1981  period. 

Analysis  of  Currency  Transaction  Reports  filed  by  persons 
with  addresses  in  Caribbean  Basin  countries  reveals  a  definite 
imbalance  in  currency  flows  for  certain  countries.  Perhaps  the 
most  interesting  currency  flow  is  the  approximately  $1  billion 
deposited  by  Panamanian  residents  through  Federal  Reserve  offices 
(only  about  $100  million  was  withdrawn).  About  half  of  the  total 
value  of  these  deposits  was  in  $20  or  lower  denomination  bills, 
which  are  relatively  uncommon  in  international  currency  transac- 
tions. 

Chapter  III  also  discusses  the  elements  needed  to  construct 
an  estimate  of  tax  revenues  lost  through  the  use  of  Caribbean 
Basin  tax  havens.  As  a  consequence  of  the  conceptual  as  well  as 
practical  problems  outlined  there,  no  specific  revenue  estimate 
is  presented  in  this  report. 

C.  Non-tax  Criminal  Use  of  Tax  Havens 

Chapter  IV  presents  several  examples  of  the  use  of  tax  havens 
for  non-tax  criminal  activity.  Although  these  examples  do  not 
prove  any  particular  relationship  between  the  existence  of  tax 
havens  and  criminal  activity,  they  do  provide  a  feeling  for  the 
kinds  of  activity  fostered  by  the  conditions  of  bank  and  commer- 
cial secrecy  generally  associated  with  tax  havens. 

D.  Current  Anti-Tax  Haven  Enforcement  Activities  of  the  Treasury 
Department 

Chapter  IV  provides  information  about  the  anti-tax  haven  ac- 
tivities of  the  Treasury  Department  and  the  Internal  Revenue  Ser- 
vice. This  chapter  includes  discussions  of  recent  legislative 
initiatives,  special  audit  programs,  and  a  general  discussion  of 
tax  treaty  policy  with  regard  to  tax  havens. 

E.  Conclusion 


This  report  is  intended  primarily  to  update  the  material  pro- 
vided in  the  Gordon  report.  The  data  collected  and  presented  in 
this  report  show  that  the  use  of  tax  havens,  which  was  already 
very  significant  at  the  time  the  Gordon  report  was  prepared,  has 
continued  to  rise  sharply.  It  is  very  difficult  to  measure  the 
illegal  use  of  tax  havens  because  of  the  nature  of  the  transac- 
tions and  because  of  the  difficulty  of  obtaining  information  from 
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most  tax  havens.  Nevertheless,  it  seems  reasonable  to  assume 
that  a  great  deal  of  activity  designed  to  violate  the  tax  and 
other  laws  of  the  United  States  takes  place  in  the  Caribbean 
Basin  tax  havens.  The  examples  of  recent  cases  in  Chapter  IV 
provide  a  sampling  of  the  variety  of  possible  illegal  uses  of 
havens . 

No  attempt  has  been  made  to  suggest  solutions  to  the  problem 
presented  by  tax  havens.  Both  the  Gordon  report  and  the  Senate 
report  contain  numerous  well-reasoned  suggestions  for  attacking 
the  problem.  Some  of  the  proposed  responses  have  been  incorpo- 
rated into  legislation  (including  TEFRA  and  the  CBI) ,  others  have 
resulted  in  changes  in  procedures  and  an  increased  emphasis  on 
curbing  tax  haven  abuses.  No  single  action  will  solve  the  prob- 
lem of  tax  haven  abuse.  Nor  is  it  reasonable  to  expect  that 
addressing  the  problem  in  one  region  will  deter  the  use  of  tax 
havens  in  other  parts  of  the  world;  on  the  contrary,  it  might 
well  encourage  shifting  from  one  haven  to  another.  The  interna- 
tional scope  of  the  problem  may  require  an  internationally  co- 
ordinated solution.  The  Treasury  Department  will  continue  its 
efforts  to  minimize  the  abuse  of  tax  havens,  including  consulting 
with  other  countries  in  seeking  new  ways  to  reduce  their  use. 


U.S.  GOVERNMENT  PRINTING  OFFICE  :  1984  O  -  430-492 


Department  of  the  Treasury 

Washington,  D.C.  20220 

Official  Business 
Penalty  for  Private  Use,  $300 


i^ 


SPECIAL  FOUR! 
CLASS  MAIL 


